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The comprehensive article on tax 
treaties which we announced in the 
November issue will appear in the 
January issue. The University of 
Chicago Tax Conference required our 


entire quota of pages allotted to this 
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In addition, the January issue will 
carry articles on administrative law— 
“How and When to Obtain Bureau 
Rulings” and “Jurisdiction of District 
Courts’—as well as an article dealing 
with a very provocative question— 
“What Is Competent Tax Advice?”— 
and an address delivered before the 
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From 
the Reader 


Acq. and Non-acq. 





Judge of the Year 
Sir: 


I nominate for Judge of the Year, Circuit 
Court Judge Charles A. Carroll of Dade 
County, Florida. 


In a recent decision (interpreting the 
charter powers of the Miami Beach City 
Council) Judge Carroll said: 


“The court is not concerned with the 
wisdom of this statute. If it is a bad one 
or an unwise one, that’s a matter for the 
legislature to handle.” 


Will the Supreme Court of the United 
States please take note? 


Oscar F. MILLER 
MIAMI 


Deductions 


Sir: 

Every time I see a reference to the shop- 
worn slogan, “Deductions are a matter of 
legislative grace,” my blood pressure jumps. 
The Sixteenth Amendment gives Congress 
the power to collect taxes on incomes, and 
somebody should poll the voters living in 
1913 (I was in diapers then) to determine 
whether the voters meant gross income or 
net income. Perhaps all the newspapers 
and’ campaigns should be scrutinized to find 
out just what the government was selling 
to the people. 

Your publication carries many articles 
(October, 1949, page 912, column 2, para- 
graph 3, for example) with the above slogan 
accepted as axiomatic. It is high time for 
a really serious study, attempting to deter- 
mine whether income means gross income 
to Mr. Average Man, or means net income. 
If it means net, an intelligent job of edu- 
cating Congress would require a listing of 
literally hundreds of decisions which are 
manifestly unfair in the eyes of Mr. Average 
Man. Everybody seems to forget that he is 
the most important individual to be pleased 
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in tax legislation, as well as in any other 
kind of legislation. 

HAro_p A. KUHN, CPA 
SAN FRANCISCO 


Immunity from Bureau Examination 
SIR: 


I read with interest the article by Harold 
Kamens and William Ancier on “Immunity 
from Subpoena of Taxpayers’ Records” in 
the July issue. The article, while interesting, 
has left unanswered a question which has 
been bothering me for a long time, and 
which I have been unable to answer satis- 
factorily. My question, briefly, is this: 
makes an audit of the 
a taxpayer. He retains in his 
office his own work papers and has none of 
the original documents of the taxpayer. Can 
the Bureau of Internal Revenue require the 
accountant to permit an examination by 
the Bureau of those records? And if an 
examination can be required, is a court’ 
action necessary? 

Infrequently, the client has had very un- 
satisfactory relations with the examining 
officer and at some point in the proceedings 
instructs the accountant to have no further 
dealings with the agent. What is the ac- 
countant’s liability in such case? 


An accountant 
rece yrds of 


If you can give me any answer on this 
particular point, I would be very apprecia- 
tive; or if you can refer me to any case or 
other authority which will be helpful, I will 
be most happy to hear from you. 

Joun A. O'MALLEY 
OMAHA 


Stock Redemptions 
SIR: 


In your September, 1949 issue there is an 
article entitled “Recapitalization Review,” 
by Joseph M. Jones; and in the December, 
1946 issue there is an article by Sidney 

(Continued on page 1044) 
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Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


Federal Tax Institute of New England.— 
On Saturday, December 10, 1949, the Fed- 
eral Tax Institute of New England will 
hold its second all-day forum at the Statler 
Hotel in Boston. The subject for considera- 
tion is “Tax Planning for Business.” Erwin 
N. Griswold, dean of Harvard Law School 
and president of the Institute, will preside 
as chairman of a panel of prominent tax 
attorneys and officials from the Treasury 
Department in Washington. Announcements 
and registration applications will be mailed 
shortly to New England accountants, law- 
yers and others interested in the problems of 
federal taxation. 


American University.——The American Uni- 
versity has announced its 1949 Institute on 
Federal Taxes. This Institute, organized 
with the help of the District of Columbia 
Institute of Certified Public Accountants 
and the Federal Bar Association, will be 
held in the lounge of the Brookings Institu- 
tion in Washington, D. C., on eight evenings, 
from November 28 to December 16. 


The dates and subjects to be considered 
are: 

November 28—“‘Moot Tax Court Trial.” 

November 30—“Conflicts Between Tax 


Law Provisions and Accounting and Eco- 
nomic Concepts.” 


December 2—“Current Tax Trust Prob- 
lems.” 


December 5—‘“‘Problems in 
Cases.” 


Tax Fraud 


a 


December 7—“Taxation 


Distributions.” 


Tax-Wise 


of Corporate 





December 12—““lax Problems in Corpor- 
ate Financing.” 

December 14—“Tax Problems in Differ- 
ent Types of Contracts Between Employer 
and Employee.” 

December 16—‘‘Taxation of Real Estate 
Transactions and Sales of Businesses.” 


The registration for all sessions is $20. 
Single sessions may be attended by paying 
a registration fee of $2 and a fee of $4 for 
each session. Information may be obtained 
from Professor F. K. Mann of the American 
University. 


Pennsylvania Tax Institute——Announce- 
ment has been made of the Third Pennsyl- 
vania Tax Institute, to be held in the 
auditorium of the Hotel Sylvania in Phila- 
delphia from December 5 to 8. There will be 
morning and afternoon sessions as usual and, in 
addition, small round-table discussions con- 
ducted by the day’s speakers. There will be 
no luncheon meetings, and but one dinner 
meeting, at which Hon. Herbert F. Good- 
rich, judge of the United States Court of 
Appeals for the Third Circuit, will speak. 
The general topics to be discussed are cor- 
poration taxes, business problems, federal 
income tax and the federal estate tax. 


The registration fee for all the daytime 
sessions is $25, and there is an additional 
dinner fee of $5. For those desiring to at- 
tend single-day sessions, the fee is $10 per 
day. Further inquiries and registrations 
should be addressed to W. Curtis Drake, 
Executive Director, Pennsylvania Tax Insti- 
tute, 1632 Chestnut Street, Philadelphia 3, Pa. 


Tax Executives Institute, Inc.—The Phila- 
delphia Chapter of the Tax Executives, Inc., 
will hold its first annual banquet on Wednes- 
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day evening, December 7, at the Bellevue- 
Stratford Hotel. Thomas J. Lynch, General 
Counsel for the Treasury in Washington, 
1 C., will be the guest of honor and prin- 
cipal speaker. Other invited guests include 
principal officers of the Bureau of Internal 
Revenue in Washington and tax adminis- 
trators from the local offices of the Collector 
of Internal Revenue, Revenue Agent in 
Charge and Eastern Division of the Tech- 
nical Staff, as well as tax administrators 
from Pennsylvania and adjoining states. 


Chicago Tax Club.—On November 16, the 
Chicago Tax Club held a closed meeting at 
the Electric Club, thirty-ninth floor of the 
Civic Opera Building, for the purpose of 
holding their annual election of officers. 
The round-table discussions were conducted 
differently from former practice. The meet- 
ing was divided into two groups, of which 
one discussed federal tax problems and the 
other state and local tax problems. 


Eisner v. Macomber 


Mr. Brody, Yale Law School poet, has 
another one for us this month: 


“A revenue agent named Eisner 
Thought Macomber a somber old misner 
But the Fed. and his hacks, 

Couldn’t get any tax 

Making Eisner much sadner tho wisener.” 


Tax Convention with France Ratified 


It has been announced by the Department 
of State that instruments of ratification of 
the convention of October 18, 1946, and the 
supplementary protocol of May 17, 1948, 
have been exchanged between the United 
States and France. The convention is desig- 
nated as the convention for the avoidance of 
double estate and inheritance taxation. Pro- 
vision is also made for the avoidance of 
double taxation on income. The provisions 
are similar, in substantial respects, to provi- 
sions in tax conventions of the United States 
in force with certain other countries. The 
provisions apply solely to estates or in- 
heritances in the case of persons dying on or 
after the date of the convention and, in the 
case of income, on the first day of January 
following the exchange of instruments of 
ratification—i. e., January 1, 1950. 


Numismatic Tax-Man 


Perhaps we should organize a 
Numismatic Tax Club with charter 
memberships to Leo Mattersdorf and 
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his partner Allen, and to Robert Holsz- 
man and Charles E. Tuckwood. 

Mr. Tuckwood, an accountant for the 
Philadelphia Transportation Company, 
sent in an interesting piece dealing 
with early taxes, which he calls “Trib- 
ute Even Then.” Mr. Tuckwood, who 
is a member of the Philadelphia Coin 
Club, the American Numismatic As- 
sociation and the American Numis- 
matic Society, writes: 


Taxes under any other name are still taxes. 
“Tribute” was the name given to them in the 
time of Christ, and Caesar’s census for tax 
purposes helped fulfill the prophecy of the 
Saviour’s birth when Joseph and Mary had 
to report in Bethlehem to be taxed. 


Years later, during the week of Our 
Lord’s Passion, the Herodians asked Him 
whether it was lawful to pay tribute to 
Caesar. To their surprise, He answered, 
“Render unto Caesar the things that are 
Caesar’s and unto God the things that are 
God’s.” 


The tribute penny used to pay the 
tax to Caesar, and very likely the type 
shown to Jesus, is interesting. It is a de- 
narius of Tiberius Caesar, the reigning em- 
peror at that time. Around Caesar’s image 
is inscribed, “Tiberius Caesar, son of the 
divine Augustus.” (People worshipped the 
emperor in those days.) The reverse shows 
a seated figure of Tiberius’s mother, Livia. 


There were two kinds of tribute: The 
civil tribute, which was compulsory, and 
which we just spoke about; and the temple 
tribute, which was voluntary, and which is 
exemplified in the miracle of the tribute 
money where Peter found a coin in the fish’s 
mouth. 


You remember, that when they had come 
to Capernaum, those who received the trib- 
ute said unto Peter, “Doth not your- master 
pay tribute?” and Peter said, “Yes.” And 
when they were come into the house, Jesus 
said unto Peter, “Of whom do the kings of 
the earth take tribute, of their own children 
or strangers?” And Peter said, “Of strangers.” 
Jesus said, “Then are the children free, but, 
lest we offend them, go to the sea and cast 
in a hook and the first fish which you bring 
up, take the coin (stater) from its mouth 
and pay them for thee and Me.” 


This is the only place in the Bible where 
we find the word “stater.” It is a Greek 
work meaning “standard,” and jit was the 
name of a coin. 
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A Greek stater of that period was enough 
to pay the temple tax for two persons. It 
shows, on the obverse, the head of Au- 
gustus with the Greek inscription Theos 
Sebastos, which means the same as Caesar 
Augustus in Latin. The reverse shows the 
head of Tiberius Caesar with his name in- 
scribed around, plus a date—LZ—in the 
lower right-hand corner. 


“L” is a symbol which comes down to us 
from the Egyptians. It means “in the year 
of the reign.” “Z” is for Zeta (7), or the 
seventh year of the reign of Tiberius. This 
coin was struck just eight years before Jesus 
started his ministry. Such were the type of 
coins used to pay taxes almost two thousand 
years ago. , 


Budget Confusion 

According to the Chamber of Commerce 
of the United States, there is ground for the 
belief that the official estimate of 1950 ex- 
pendiiures will exceed $42 billion by a con- 
siderable amount. If receipts range from 
$38 billion to $39 billion, a sharp drop from 
the $41 billion, estimated in January, the 
deficit may be estimated at from $3 billion 
to $4 billion, or even more. 


Net budget receipts thus far in this fiscal 
year have been about equal to those for the 
same period of last year, but the March 
corporation returns may show a drop as a 
result of lower profits in 1949. Never be- 
fore in peacetime has the budget situation 
been so confused at this stage of a fiscal year. 


Tax-wise Trenton 


The City of Trenton, New Jersey, affords 
additional testimony for the proposition that 
conditions which were predominant fifty 
years ago are unimportant factors in munic- 
ipal affairs today, and that it is just as 
necessary for municipal corporations as it is 
for business corporations to live in the at- 
mosphere of the present day in order for the 
municipality to take its place among the 
foremost American cities. 

After floundering for many years in the 
throes of councilmanic rule, Trenton adopted 
commission government at a special election 
held in June, 1911, and thereby gained the 
distinction of being the first city in New 
Jersey to try out the “Walsh Act.” The 
change became operative August 22, 1911. 

It is interesting that Trenton’s credit rat- 
ing is now “A.” It has been able to secure 
low interest rates on its bond issues in the 
past several years. It had a tax rate of $4.76 
per hundred dollars of assessed valuation for 
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four straight years, 1941 to 1944. This is 
exceptional, especially during war years; 
and it is also exceptional because Trenton is 
one of the few municipalities in the United 
States that can show a record of the same 
tax rate for four consecutive years. 


Federal-State Tax Coordination 


Thomas J. Lynch addressed the National 
Tax Association in Boston, Massachusetts, 
on September 21, on the subject of coordinat- 
ing the work of the tax agencies of state and 
federal governments. Despite the forces that 
militate against this state of affairs, he ex- 
pressed his belief in the possibility of such 
concerted action. 


“It is not wishful thinking to suggest that 
a coordinated fiscal policy is possible despite 
the existence of some 150,000 governmental 
units in this country. Our wartime experi- 
ence provided one of the most convincing 
examples of the ability of federal, state and 
local governments to work in harmony in 
fiscal matters. By maintaining tax leyels, 
reducing expenditures, retiring debt and ac- 
cumulating reserves, state and local govern- 
ments provided powerful support to the na- 
tional objectives of economic mobilization. 
. . . The wartime record of coordinated ac- 
tion was not perfect, but the record on bal- 
ance will bear critical scrutiny. In contrast 
with the prewar period, when federal poli- 
cies and state-local policies frequently worked 
at cross purposes, the war period presents a 
model of national coordination.” 


Mr. Lynch went on to state the steps and 
problems that have been considered by the 
Treasury conference in the field of inter- 
governmental tax immunity. He pointed 
out that the federal position was the middle 
round, “a pattern which will provide eff- 
ciency compatible with American democracy 
and which will permit the maximum local 
self-determination consistent with fiscal ade- 
quacy.” It was his suggestion that “the key 
to progress in intergovernmental tax rela- 
tions in our country will be found in patient 
and piecemeal adjustment of individual prob- 
lems in a wide variety of areas, and not in 
the erection of an elaborate revision program 
which would require widespread uproot- 
ing of existing American fiscal patterns.” 


Machine-Age Tax Administration 


The Indiana Revenue Department is highly 
mechanized. From the comptometer op- 
erator, who checks the returns as they come 
in for simple arithmetical errors, through the 
microfilm division, which makes two copies 
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of the return in order to enable three divi- 
sions to check the return at one time, to a 
master punch-card index file, the entire de- 
partment is a series of checks and double 
checks. The use of microfilm in setting up 
a punch-card system was one of the first in 
the country. 


New Mexico Gross Income Tax 
Exemption 


The director of the School Tax Division, 
New Mexico, has ruled that since Christian 
Science healing is not considered a business 
activity, Christian Science practitioners are 
exempt from the gross income tax. 


Recent Tax Decisions 


Loss on Stock in Affiliated Corporation.— 
Where the money which the taxpayer ad- 
vanced its wholly owned subsidiary for 
unissued capital stock in 1943 and 1944 con- 
stituted the only capital of that subsidiary 
in those years, and such investment became 
worthless in the year in which it was de- 
termined to liquidate the subsidiary, the tax- 
payer could deduct all advances except those 
made after the determination to liquidate 
under Section 23 (g) (4) of the Code. 
(Gussow, Kahn & Company, Inc., CCH Dec. 
17,245.) 


Community Income.—A taxpayer who be- 
came a resident of a community-property 
state one month before the end of 1940 could 
treat only one twelfth of the compensation 
received in 1942 for services rendered in 
1940 (deferred compensation) as community 
income for 1940. (Veit, CCH Dec. 
17,240(M).) 


Nonresident Alien.—Where a citizen of 
Egypt entered the United States on a visitor’s 
visa in 1939, and remained here until 1945 
because of the difficulties of travel in war- 
time, and domestic brokers effected large 
transactions for him on securities and com- 
modity exchanges, the Tax Court determined 
that he was a nonresident alien and, as such, 
was not engaged in a trade or business 
within the United States. Under Sections 
211 (a) and 211 (b), therefore, he was not 
taxable on income from sources outside the 
United States or on his capital gains from 
sources within the United States. (Nubar, 


CCH Dec. 17,244.) 


Interest in Law Partnership. — Where 
the taxpayer withdrew from a law partner- 
ship and received a certain sum for his in- 





terest, the Tax Court held that a portion of 
the sum received represented payment for 
his proprietor interest in the partnership. 
The balance was ordinary income in settle- 
ment of his interest in earned but uncol- 
lected fees. (Swiren, CCH Dec. 17,241(M).) 


Voluntary Marital Settlement.—It was the 
opinion of the Tax Court that a taxpayer could 
not deduct payments to his wife under a volun- 
tary agreement to live apart. It had been ar- 
gued that the Code provisions limiting alimony 
deductions to those made under a decree of 
divorce or separate maintenance discrimi- 
nated against those who had religious 
scruples against divorce. The court con- 
sidered such an argument too attenuated to 
merit consideration. (Melville, CCH Dec. 
17,246.) 


Depreciation.—A licensee of a hydro-elec- 
tric plant may not spread the cost of its 
assets over the term of the license where the 
assets have a useful life longer than the 
term, and where the licensee has the option 
either to receive a new license or to be paid 
for the assets at the end of the term. The 
court held, in the same case, that the cost 
of limited interests in land—1i. e., easements 
and flowage rights—having no value except 
in connection with the power plant might be 
recovered by taking depreciation over the 
probable useful life of the plant. (Union 
Electric Company of Missouri v. Commis- 
sioner, 49-2 ustc J 9437, CA-8.) 


Deductions: Expenses.—The expenses of 
drilling through soil overburden to bedrock 
within the limits of the structures of a 
building used as a manufacturing plant, and 
of injecting grout of low cement to fill cav- 
ities in the overburden in order to prevent 
the building from collapsing, were deduct- 
ible as ordinary and necessary business 
expenses. (Commissioner v. American Bem- 


berg Corporation, 49-2 ustc J 9460, CA-6.) 


Recovery of Guaranty Payment.—In 1932 
the taxpayers mortgaged to their co-guar- 
antors, who had paid the obligation, prop- 
erty held by a trust of which the taxpayers 
were beneficiaries, and in 1938 conveyed 
the property to avoid foreclosure. The tax- 
payers’ recovery of part of the guaranty 
payment, in 1943, did not constitute income 
to them. In the opinion of the Tax Court, 
it was a return of capital. The court did not 
agree with the Commissioner’s argument 
that the right of recovery was trust prop- 
erty which was worthless when received by 
the taxpayers on liquidation of the trust. 
(Brant, XCCH Dec. 17,726.) 


——— 
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Karl R. Price . . . 


Federal Cash Awards Program 


Washington Tax Talk 





Our Cover 


Karl R. Price is Head of the Interpreta- 
tive Division, Office of the Chief Counsel, 
Bureau of Internal Revenue, having assumed 
that post in August, 1949. 


Mr. Price is a native of Middlesboro, Ken- 
tucky. He received his education at Vander- 
bilt University, Oxford, and Yale Law School, 
and is a member of the bar of the District 
of Columbia. Prior to his service in World 
War II, he was associated with the Wash- 
ington law firm of Gardner, Morrison & 
Rogers. In 1947 he became Special Assist- 
ant to the Chief Counsel, Bureau of Internal 
Revenue, and Assistant General Counsel, 
Treasury Department, which posts he held 
until his appointment to the Interpretative 
Division this year. 


Mr. Price’s division has forty-five attor- 
neys,. whose chief functions involve (1) 
reviewing the Commissioner’s ruling letters 
and closing agreements; (2) preparing legal 
opinions for the Chief Counsel and Assistant 
Chief Counsels; (3) preparing and reviewing 
correspondence for the signature of the 
Chief Counsel, the Commissioner and de- 
partmental officials respecting questions of 
the interpretation of the internal revenue 
laws; and (4) preparing opinions involving 
the interpretation of internal revenue laws 
originating in the operational units and field 
offices of the Bureau. 


Congress 


With the adjournment of Congress on 
October 19, all bills were automatically car- 
ried over to the next session, which con- 
venes in January, 1950. The Technical 
Changes Bill (H. R. 5268), and the National 
Military Establishment Appropriation Bill 
or “Renegotiation Act” (H. R. 4146), pre- 
viously commented on in the column, have 
become law, having been signed by the 
President on October 25 and 29, respectively. 


Washington Tax Talk 


Supreme Cuyurt 


The Supreme Court in Commissioner v. 
Connelly, 49-2 ustc § 9449, has reversed the 
United States Court of Appeals for the District 
of Columbia, and held that the taxpayer, a civil 
service employee of the Coast Guard, who was 
enrolled as an officer therein with a limited 
military status to enable him to carry out 
his duties effectively, and: whose compensa- 
tion came from congressional appropriations 
allocated to civilian positions, was not en- 
titled to exclude $1,500 of his pay from gross 
income under Code Section 22 (b) (13) (A). 


Certiorari—Certiorari has been applied 
for in the following cases: 


Heyman v. Commissioner (49-2 ustc { 9362). 
—Payments received by stockholders on a 
claim assigned to them by the dissolving 
corporation are not liquidating distributions 
and are therefore taxable as ordinary income. 


Brown Shoe Company, Inc. v. Commissioner 
(49-1 ustc J 5939).—Buildings contributed to 
the taxpayer by community groups, as well 
as buildings built with funds so contributed, 
may not be depreciated; nor may such 
buildings or funds be included in equity- 
invested capital. 


Smyth v. California State Automobile Asso- 
ciation (49-2 ustc §9325)—An automobile 
club is not exempt under Section 101 (9) as 
a club operated for pleasure and recreation. 


Morano v. Commissioner (49-2 ustc J 9350). 
—A family partnership did not exist where 
the contribution of the taxpayer’s wife con- 
sisted of proceeds from the dissolution of a 
predecessor corporation, part of the stock 
of which had been given to her by her husband, 
and over which she did not have absolute 
control. 


Shoong v. Commissioner (49-2 ustc J 9397). 
—The premium on A. T. & T. convertibles 
is not amortizable to the extent that it is 
attributable to the privilege of converting 
to stock. 
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Eisenberg v. Commissioner (49-1  ustc 
{ 9270).—No valid partnership exists between 
the taxpayers individually and as grantors 
of trusts for their children. 

Certiorari has been denied in the follow- 
ing cases: 


Himmelfarb v. U. S. (49-1 ustc J 9313).— 
The taxpayer was convicted for failure to 
report over-ceiling payments received on 
the sale of meat and for falsification of busi- 
ness records. 


Eitel-McCullough, Inc. v. Commissioner 
(49-1 ustc 9317) —The taxpayer’s failure 
to comply with Rule 75 (a) of the Rules of 
Civil Procedure resulted in the dismissal 
of its petition for review of the Tax Court’s 
decision. 


Schuerman v. U. S. (49-1 uste § 9281).— 
The court held that a taxpayer is not en- 
titled to a directed verdict of acquittal where 
the government offers evidence of expendi- 
tures from which it may be inferred that 
he deliberately failed to report income. 


Cobb v. Commissioner (49-1 ustc J 9233).— 
Legal expenses incurred in connection with 
adjustment of gift tax deficiency were held 
to be not deductible. 


The Commissioner 


Rulings and Regulations.—The effective 
date of the Bureau ruling that fur coats are 
taxable regardless of the values of the com- 
ponent parts has been postponed to March 
1, 1950. Fur-trimmed coats will continue to 
be taxable only if the value of the fur is 
more than three times that of the next most 
valuable material. 


The Commissioner has issued a new regu- 
lation reflecting the amendment to the Code 
made by the Tax. Administration Act of 
1949. The regulation authorizes the Com- 
missioner to require an unverified “declara- 
tion” in lieu of the notarial affidavit on 
returns. Its use will, of course, depend upon 
the provisions in the various returns. ~ 


Federal Cash Awards Program. — The 
Bureau of Internal Revenue has announced 
new winners in its Cash Awards Program. 
Suggestions made by employees are consid- 
ered by Treasury Department officials and, 
if a suggestion is adopted, an award pro- 
portionate to the extent to which a service is 
benefited by that suggestion is granted. 

Fred T. Kindt, storekeeper-gauger of 
Philadelphia’s Alcohol Tax Unit, is the 
Treasury’s champion suggestor—he received 
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his eleventh award during this quarter. The 
$275 award, bringing his total to $482.50, 
was given for a suggestion that chemical 
plants producing alcohol as a by-product be 
exempted from twenty-four-hour supervi- 
sion by storekeeper-gaugers. The sugges- 
tion has resulted in reducing from six to 
two the number of storekeeper-gaugers 
assigned to two such plants. 


John Weber, Accounts and Collections 
Unit, Washington, D. C., won $275 for a 
new procedure for refunding excessive pre- 
payments of income tax in excess of $1,000. 
Resulting savings in the collectors’ offices 
are estimated to be $16,250 per year, plus 
another $6,000 saving in the Clearing Division. 


Clarence W. Macke, zone deputy collector, 
District of Minnesota, won $100 for a rec- 
ommended change in the Partnership Return 
of Income Form. 


Thus far, almost 10,000 suggestions have 
been received. From June 1 to August 31 
of this year, fifteen awards totaling $485 
were granted to workers in Washington, 
D. C., and 282 awards totaling $4,805 were 
awarded to field workers. During the same 
period, 671 new suggestions were received, 
and sixteen per cent of these were adopted. 
The Philadelphia office has suggested 606 de- 


partmental improvements up to September 15. 





Mrs. 
Treasurer of the United States, and Michael 
E. Slindee, Acting Treasurer before Mrs. 
Neese’s appointment. 


Georgia Neese Clark, first woman 
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Taft et al. v. Bowers 
“Income . . . is the fruit 
that is born of capital”’ 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 





We SOMEONE gives you a present 
for Christmas, it is not politic to ask, 
“How much did it cost?” You may be of- 
fended by the modest figure. Or the startled 
donor may think fast enough to supply an 
inflationary valuation. It could have been 
practicality as well as manners that prompted 
an oft-cited authority to pontificate, “The 
price mark is taken off . . .”? But it is 
less costly to be rude to one’s friends than 
to the Commissioner of Internal Revenue. 


In 1921 and 1922, Elizabeth Clark Taft re- 
ceived from her father some Nash Motors 
Company stock, which was then more 
valuable than when he had acquired it. In 
1923, she sold the shares for more than 
the fair market value at the time of the gift; 
the latter she reported as the basis of the 
stock. But the law says that where gifts 
are made after December 31, 1920, the donee 
shall take the donor’s basis, reminded the 
Commissioner gently (after all, not every 
taxpayer is a kinswoman of the Chief Jus- 
tice of the United States).? “No,” protested 
the taxpayer, “for the increment in value 
which accrued prior to my acquisition of 
the stock is not income when converted to 
cash by my subsequent sale; if the law says 
that, it ignores the true (or constitutional) 
nature of taxable income and hence is 
capricious, arbitrary, etc.” “Not so,” said 
the Commissioner, “for the result of what 
we would do is a tax upon income, not 
capital. You can scarcely fail to realize that 
the increment in the hands of the donor is 
a gift of intrinsic income to the donee, tax- 
able upon realization; and a change of owner- 
ship prior to realization of income should 
not make the tax invalid.” 


Cn February 18, 1929, Mr. Justice Mc- 
Reynolds delivered the opinion of the Su- 
preme Court:* 





1Emily Post, Etiquette (Funk & Wagnalls 
Company, 1932), p. 319. 

2 Elizabeth was the wife of Walbridge Taft, 
the Chief Justice’s nephew. 

31 ustc { 368, 278 U. S. 470. 
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“Income is the thing which may be taxed 
—income from any source. The Amend- 
ment does not attempt to define income or 
to designate how taxes may be laid thereon, 
or how they may be enforced. 

“Under former decisions here the settled 
doctrine is that the Sixteenth Amendment 
confers no power upon Congress to define 
and tax as income without apportionment 
something which theretofore could not have 
been properly regarded as income... 

“If, instead of giving the stock to peti- 
tioner, the donor had sold it at market 
value, the excess over the capital he invested 
(cost) would have been income therefrom 
and subject to taxation under the Sixteenth 
Amendment. He would have been obliged 
to share the realized gain with the United 
States. He held the stock—the investment 
—subject to the right of the sovereign to 
take part of any increase in its value when 
separated through sale of conversion and 
reduced to his possession. 


“Could he, contrary to the express will 
of Congress, by mere gift enable another 
to hold this stock free from such right, de- 
prive the sovereign of the possibility of tax- 
ing the appreciation when actually severed, 
and convert the entire property into a 
capital asset of the donee, who invested 
nothing, as though the latter had purchased 
at the market price? And after a still 
further enhancement of the property, could 
the donee make a second gift with like 
effect, etc.? We think not. 

“In truth the stock represented only a 
single investment of capital—that made by 
the donor. And when through sale or con- 
version the increase was separated there- 
from, it became income from that invest- 
ment in the hands of the recipient subject 
to taxation according to the very words of 
the Sixteenth Amendment. By requiring the 
recipient of the entire increase to pay a part 
into the public treasury, Congress deprived 
her of no right and subjected her to no 
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hardship. She accepted the gift with 
knowledge of the statute and, as to the 
property received, voluntarily assumed the po- 
sition of her donor. When she sold the stock 
she actually got the original sum invested, 
plus the entire appreciation and out of the 
latter only was she called on to pay the tax 
demanded. 

“The provision of the statute under con- 
sideration seems entirely appropriate for en- 
forcing a general scheme of lawful taxation. 
To accept the view urged in behalf of peti- 
tioner undoubtedly would defeat, to some 
extent, the purpose of Congress to take part 
of all gain derived from capital investments. 
To prevent that result and insure enforce- 
ment of its proper policy, Congress had 
power to require that for purposes of taxa- 
tion the donee should accept the position of 
the donor in respect of the thing received. 
And in so doing, it acted neither unreason- 
ably nor arbitrarily. .. 


“There is nothing in the Constitution 
which lends support to the theory that gain 
actually resulting from the increased value 
of capital can be treated as taxable income 
in the hands of the recipient only so far as 
the increase occurred while he owned the 
property.” 

“The Supreme Court in the instant case 
has finally resolved in favor of the constitu- 
tionality the doubts which have existed 
since the passage of this provision. The re- 
sult reached has perhaps a more valid prac- 
tical explanation than a logical justification.” * 
But that was a minority view. 

“While increase of value of property, not 
realized as gain by its sale or other dispo- 
sition, may, in an economic or bookkeeping 
sense, be deemed an addition to capita!’ in 
a later period ... it is nevertheless a gsain 
from capital investment which, when seal- 
ized, by conversion into money or other 
property, constitutes profit which has con- 
sistently been regarded as income within 
the meaning of the Sixteenth Amendment 
and taxable as such in the period when 
realized. . . .Taft v. Bowers ...”* “Income 
within the meaning of the Sixteenth Amend- 
ment is the fruit that is born of capital, not 
the potency of fruition. ... When it is that, 
it may be taxed, though it was in the making 
long before. ... Taft v. Bowers.” * “The main 





4“Recent Decisions,’’ 29 Columbia Law Re- 
view 369 (March, 1929). 

5’ MacLaughlin v. Alliance Insurance Company 
of Philadelphia, 3 ustc { 939, 286 U. S. 244 
(1932). 

6 U. 8. v. Safety Car Heating & Lighting Com- 
pany, 36-1 ustc { 9042, 297 U. S. 88 (1936). 
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argument of the Court in Taft v. Bowers is 
simple but far-reaching: income in a broad 
sense was present, since the selling price 
of the stock, less the original investment, 
left an increment. ... Under the reasoning 
of Taft v. Bowers, a gift is not taxable in- 
come when received by a donee, because 
income has not been realized—has not been 
severed from capital.’ 


F THE GIFT had been transmitted prior 

to the law making the donor’s basis the 
donee’s, would the Taft decision control? 
“We appreciate the ingeniousness of the ar- 
gument made on behalf of the petitioner, but 
the provisions here under consideration re- 
late to the imposition of an income tax and 
we are of the opinion that the constitution- 
ality of retroactive Federal income tax legis- 
lation has been settled by the Supreme 
Court in Brushaber v. Union Pacific Railroad 
Co., 240 U. S. 1... 2 Consequently the 
issue must be resolved against the peti- 
tioner on the authority of the Brushaber and 
Taft cases, supra.” ® 


In the Taft case, there was one gift, made 
after the effective date of the law. Suppose 
the gift had the basis of a gift made before 
that time? One donee claimed that “it was 
not the intention of Congress to disturb the 
basis established prior to December 31, 
1920, and tax the appreciation in the value 
of property acquired by gift prior to that 
date. ... From the Committee reports of 
Congress it is clear that the intention of 
Congress was to prevent loss of taxes on 
the enhanced value of property through the 
instrumentality of a gift or gifts. This in- 
tention was carried out in definite and un- 
mistakable language.” ” 


Has Congress the right to say what basis 
shall be, when other (and perhaps more per- 
suasive) values exist? “Since Congress has 
the plenary power of taxation, it may de- 
termine the basic date for figuring gain or 
loss. Whether it be the date of purchase of 
stocks by a donor (Taft v. Bowers ...), or 
the time of acquisition ..., or the time of 
actual distribution to the taxpayer . . . does 
not affect the validity of the measure.”™ 





*Roswell Magill, Taxable Income (Ronald 
Press Company, 1945), pp. 412, 414. 


8 See ‘‘Tax Classics,’’ 1949—IITI. 
® Johnson, CCH Dec. 5449, 17 BTA 1332 (1929). 


10 Mendelson, CCH Dec. 5627, 18 BTA 215 
(1929). 


11 Williamson v. Commissioner, 39-1 ustc § 9207, 
100 F. (2d) 735 (CCA-6, 1938). 
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ESTED RIGHTS do not transcend this 

right of Congress to set basis. ‘“Peti- 
tioner makes the further assertion that Sec- 
tion 113(a)(2), if construed in this way, is 
unconstitutional, for the reason that B [an 
original donee] had a vested interest in the 
property, including the right to use [fair 
market value at the time of transfer]. But 
regardless of the basis used by B, Congress 
clearly had power to set up any basis it saw 
fit with respect to C [a subsequent donee], 
whose interest did not arise until long after 
the crucial provision first appeared in the 
revenue laws. See Taft v. Bowers ...”™ 


“Donor” is a far-reaching word. Where a 
settlor created a trust for the benefit of his 
son, and the trustee later sold some shares, 
the settlor’s basis had to be used, as “The 
trustor irrevocably disposed of the shares. 
He did not sell, but made a gift. . . . It fol- 
lows that the trustee properly may be re- 
garded as the taxpayer and, for the purpose 
of calculating the gain, as having assumed 
the place of the trustor.” Thus spoke Mr. 
Justice Butler, not to be confused with an- 
other Butler who also wrote of the ascer- 
tainment of the cost basis of a gift: 

“He ne’er considered it, as loth 

To look a gift-horse in the mouth... .” * 


The Taft doctrine applies to other instances 
of substituted basis. Thus where an indi- 
vidual formed a corporation and transferred 
property to it for stock, the basis was the 
sole stockholder’s cost. The sections of the 
law permitting a carry-over of basis in a 
tax-free exchange “were parts of a well-con- 
ceived scheme of taxation enacted for the 
double purpose of encouraging business by 
permitting the transfer of property of one 
sort for property of another sort without 
taxation where no profit was presently real- 
ized yet preventing a gain from escaping 
taxation when, later, it has actually been 
realized by a sale.” * Ina tax-free exchange, 
a corporation received securities in return 
for its own stock of the same fair market 
value, and the corporation could not claim 
as its basis the cost of the securities: that 
is, fair market value at time of acquisition. 
“It is argued on behalf of plaintiff that the 
increase in value which occurred before the 
securities were exchanged became capital in 





12 Wilson Brothers & Company v. Commis- 
sioner, 42-1 ustc ] 9177, 124 F. (2d) 606 (CCA-9, 
1941). 

13 Helvering v. New York Trust Company, 4 
ustc J 1293, 292 U. S. 455 (1934). 

14 Samuel Butler, Hudibras, Part I, Canto I, 
lines 489-490. 

67, W. Phillips, Jr. v. Commissioner, 1933 
CCH { 9092, 63 F. (2d) 101 (CCA-3, 1933). 
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the hands of plaintiff when it received the 
stock, and to put a tax upon this gain was 
a tax upon capital instead of income. We 
do not think this follows. In one sense, all 
income becomes capital when received, but 
this does not prevent the government from 
laying a tax upon it...so far as both parties 
to the exchange are concerned . . . no gain or 
loss is recognized upon the exchange. The 
rule is simply that in such cases the original 
transferor does not pay any tax on the gain 
which has accrued while he held the prop- 
erty, but the tax is deferred to be paid by the 
corporation receiving the property.” * Where 
a corporation exchanged its stock for prop- 
erty, the transferor’s basis had to be used. 
“In Taft v. Bowers ... the increase in value 
in the donor’s hands was not income at all, 
and became such only when the donee sold. 
But the court held that it was’ indubitably 
income after it was realized, and that was 
enough so far as concerned the subject-mat- 
ter.” ** Similarly, when a stockholder re- 
ceived debentures for his old shares in a 
tax-free reorganization, “at the time this 
exchange of securities was made [he] was 
charged with notice that the securities he 
received were simply taking the place of 
those exchanged therefor. It was as though 
no such transaction had taken place, and 
when later [he] . . . exchanged the deben- 
ture bonds for the state and municipal bonds, 
a gain was realized” based on the cost of the 
original stock, as a consummated transac- 
tion in the year the “governments” were 
received.” 


OR THE DONOR’S basis to carry over 

to the donee, the gift must be real. “[I]t 
would normally follow that the cost to tne 
donor would be the proper basis for com- 
puting taxable gain on sale or other dispo- 
sition by the donees. Taft v. Bowers, supra. 
The facts reveal, however, that after making 
the gifts [the ‘reputed donor] dealt exten- 
sively in the stock and otherwise altered the 
number of shares standing in the names of 
his daughters.” ” In like vein, it was held 
that the donor’s basis could not be used 
where the taxpayer and S. S. Kresge made 
an ante-nuptial agreement, whereby he gave 
her shares of his company’s stock upon her 
relinquishment of all marital rights. “[A] 





1% Newman, Saunders & Company, Inc. v. 
U. 8., 1 ustc 9 449, 36 F. (2d) 1009 (Ct. Cls., 
1929). 

17 Perthur Holding Corporation v. Commis- 
sioner, 3 ustc § 992, 61 F. (2d) 785 (CCA-2, 1932). 

18 Heineman v. U. S., 2 ustc 7 806, 52 F. (2d) 
1035 (Ct. Cls., 1931). 

19 Arnold et al., CCH Dee. 13,226(M), 2 TCM 
150 (1943). 
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transfer which should be classed as a gift 
under the gift tax law is not necessarily to 
be treated as a gift income-tax-wise.... She 
performed the contract under the terms of 
which the stock was transferred to her and 
held the shares not as a donee but as a 
purchaser for a fair consideration.” ” 


When property is subjected to estate tax 
as having been passed in contemplation of 
death, the donor’s basis still is used by the 
donee. “The imposition of an estate tax 
upon a gift inter vivos does not in any re- 
spect alter its essential character as a gift. 
It is not thereby transformed into a devise 
or bequest. It is simply included in the same 
class with testamentary dispositions in order 
to prevent evasion of the estate taxes.” ™ 


The basis for depreciation follows the rule 
of basis for gain or loss, as “A reasonable 
theory and a reasonable basis to adopt would 
allow the government to follow the status 
of the property itself, rather than the status 
of the owner. The passing of the property 
from one to another by gift does not fix its 
value or earning capacity. These arise out 
of the property itself . . . [Specific depre- 
ciation] provisions were stricken from the 
bill merely because they were deemed as 
surplusage.” ™ 


7. TAFT DOCTRINE has been the 
specific authority for taxing dividends to 
the stockholder who receives them, though 
they were earned before his acquisition of 
the stock;™ and for preventing tenants in 
the entirety from separately disposing of 
part of the estate.* It has even insinuated 


itself into the realm of charity. “You can 

2 Farid-Es-Sultaneh v. Commissioner, 47-1 
ustc. J 9218, 160 F. (2d) 812 (CCA-2, 1947). 

21 Speer et al. v. Duggan, 3 ustc § 191, 5 F. 
Supp. 722 (N. Y., 1933). 

2 Burnet v. Hanlon, 2 ustc { 778, 51 F. (2d) 
463 (CCA-4, 1931). 

2% Commissioner v. Sansome, 3 ustc { 978, 60 
F. (2d) 931 (CCA-2, 1932). See ‘‘Tax Classics,’’ 
1949—V. 

* Tyler v. U. S8., 2 ustc 7 532, 281 U. S. 497 
(1930). 4 








escape taxation on these unrealized profits 
by donating the security, rather than money, 
to charity. You get a deduction for the pres- 
ent higher value of the security, even though 
you never paid a tax on the gain.”* Long 
years ago it had been observed that “La 
liberalité consiste moins a donner beaucoup 
qua donner a propos’—“liberality is less a 
matter of heavy giving than it is of timing.” * 

When the donor’s basis had been computed 
erroneously and the transaction by which 
the donor himself received the property 
should have been treated as taxable, the 
donee “is not estopped from claiming the 
cost price of the shares... as their value in 
the hands of his donor...”™ 


“To insure a fair and adequate determina- 
tion of the proper basis under section 113 
(a) (2), persons ... receiving gifts should 
preserve and keep accessible a record of the 
facts necessary to determine the cost of the 
property ...”* But the donor might be 
aggressively unwilling. Thus one donor was 
reliably reported to have confessed to a theft 
he did not commit, lest his girl friend know 
how little he had paid for a gift. “I’d rather 
have got six months, and not have told it. 
Me, the swell guy that wouldn’t look at any- 
thing cheap!”” It is pleasant to report that 
the adjustment of donee’s basis to the donor’s 
cost did not result in the loss of his girl 
friend—in that story. 


23 J. K. Lasser, How Tax Laws Make Giving 
to Charity Easy (Funk & Wagnalls Company, 
1948), p. 93. 


7% La Bruyére, Les Caractéres (Chez Estienne 
Michalet, 1700), p. 162. 


7U. 8. v. Dickinson, 38-1 ustc { 9127, 95 F. 
(2d) 65 (CCA-1, 1938). 


% Regulations 111, Section 29.113(a)(2)-1 (e). 


2 ©. Henry, The Trimmed Lamp (McClure, 
Phillips & Company, 1907), p. 120. Further 
romantic note: Those who have discovered an- 
other Taft-Bowers episode are doomed to dis- 
appointment, for, although Chief Justice Taft’s 
son Robert (the present Senator from Ohio) 
married a Martha Wheaton Bowers, she was 
not related to Frank K. Bowers, sometime 
collector of internal revenue. 


TOTAL TAX COLLECTIONS IN 1948 


Total tax collections rose to an all-time high of $56.7 billion in 1948, an increase of 
8.2 per cent over 1947. Excluding payroll taxes for social security, the figures are $53.2 
billion, and a 7.8 per cent increase. Collections in 1948 were up for all levels of govern- 
ment—federal by $2 billion or 5.4 per cent, state by $1 billion or 17.7 per cent and local 
by $0.8 billion or 13.5 per cent, exclusive of payroll taxes. Preliminary 1949 figures indicate 
that total collections will again be in the neighborhood of $56 billion. 
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Christmas Gift Expenses Deductible 


Taxpayer’s business consisted of import- 
ing merchandise and selling to wholesalers 
and department stores in Canada. The 
Minister of National Revenue disallowed as 
a deduction from income tax $2,416.33 en- 
tertainment and Christmas gift expenses. 
The bulk of the entertainment expenses 
were incurred in New York where the com- 
pany’s president met buyers from Canadian 
firms and gave them theatre tickets or en- 
tertained them at meals. The president of 
the company, who personally disbursed the 
entertainment funds and gave the Christmas 
presents to the customers, stated that this 
practice was necessary to create good will 
among those with whom the company did 
business and to maintain and increase sales. 
Evidence was given by an expert witness 
that this practice of entertaining customers 
and of giving Christmas presents was almost 
universal among such companies. 


The Income Tax Appeal Board upheld 
the taxpayer’s appeal, concluding that the 
expenditures were actually made exclusively 
and necessarily for the purpose of earning 
the income of the company. . “The nature of 
the trade, the amount expended in relation 
to the gross receipts, the nature of expenses, 
the reason for the expenses, by and for 
whom they are made, all these are 
criterions by which we can be guided. In 
this case it is on evidence that such expenses 
and disbursements as have been made .. . 
are the custom and practice in the trade; 
that the amount laid out was very small; 
that it was expended for the purpose of re- 
taining the good will of the company; that 
those expenses were made by the president 
of the company; in short, all those expenses 
were incurred for the purpose of promoting 
sales and, therefore, earning more income 
for the company.”—A. S. Herrmann Ltd. v. 
Minister of National Revenue. CCH Cana- 
DIAN TAX REports, § 87-067. 


D. V. A. Education Grants 


Taxpayer and her husband were married 
on January 26, 1947. Her husband was a 


Canadian Tax Letter 


law student and was employed as a student 
clerk with a Toronto law firm, earning the 
sum of $315 in 1947. As a veteran of the 
recent war, he received an educational al- 
lowance of $60 per month. His wife earned 
wages amounting to $1,657.75. When filing 
her return for 1947, she claimed a married 
person’s exemption of $1,455, arrived at by 
deducting from the $1,500 maximum exemp- 
tion allowed to a married person the differ- 
ence of $45 between the sum of $295 earned 
by the husband as a student clerk after the 
date of their marriage and $250, as provided 
for by Section 5 (3) (a) of the Income War 
Tax Act, as applicable to 1947. The Min- 
ister of Revenue disallowed her claim on 
the ground that her husband’s educational 
grant brought his income for the year above 
$750, and she was thus entitled only to a 
single person’s exemption. 


The Income Tax Board dismissed the 
appeal. The educational grants, though 
non-taxable income in the veteran’s hands, 
were nevertheless “income” for the purpose 
of computing the married person’s exemp- 
tion claimed by his wife, and as_ they 
brought the veteran’s total income for 1947 
above $750, his wife was entitled only to 
the single person’s exemption. The Board 
held unanimously that since the married 
person’s exemption was granted for the en- 
tire first year of the marriage regardless of 
when the marriage took place, her spouse’s 
total income for the year, even though part 
of it was earned before the marriage, is the 
proper figure to use in computing the net 
marital exemption under Section 5 (3) of 
the Income War Tax Act.—Bergart v. Min- 
ister of National Revenue. CCH CANADIAN 
TAx REports, J 87-066. 


Deductions—Office Maintenance 
and Secretarial Expense 


The expenses of telephone, part-time sec- 
retarial service and office maintenance of a 
salaried school inspector whose duties in- 
cluded visiting schools, examining accounts 
of school municipalities, organizing exami- 
nations, giving lectures and making numer- 


1037 





ous reports, were held by the Income Tax 
Appeal Board to be deductible from his 
income as expenses made to earn that in- 
come. A claim of $12 per month office 
rental expense was disallowed because the 
office was in the inspector’s own home, and 
he, therefore, made no actual expenditure 
for rent.—Desgagne v. Minister of National 
Revenue, CCH Dominion TAx Cases § 1-011. 


Nonresident-Owned 
Investment Company Dividends 


Appellant company was formed in Canada 
after the outbreak of war to hold the shares 
of a nonresident-owned investment corpo- 
ration on behalf of the Swiss shareholders. 
The dividends from the nonresident-owned 
corporation were received by the appellant 
company and held for the benefit of the 
Swiss shareholders during the war. The 
appellant company claimed exemption of 
these dividends on the grounds that they 
were received on behalf of, and credited to, 


the nonresident shareholders of the non- 
resident-owned corporation. The Minister 
of Revenue claimed fifteen per cent tax on 
these dividends as being income from a Can- 
adian trust accruing to the credit of non- 
residents. 

The Exchequer Court held that when the 
dividends were paid to the appellant and 
credited by it to the Swiss company, the 
latter became the beneficial owner of the 
dividends and was entitled to the amounts 
thereof in their character as dividends, and 
not as income received or accruing from a 
Canadian estate or trust. The intervention 
of the appellant as trustee for the Swiss 
company did not cause the amounts received 
by it to lose their character as tax-exempt 
dividends under Sections 9B (12) and 9B 
(11) or to become taxable income under 
paragraph (d) of Section 9B(2).—Pan- 
American Trust Company v. Minister of Na- 
tional Revenue, CCH Dominion Tax CASES 
{ 87-065. 
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Just like decorating the tree, or hanging up the stocking, 
the gay and friendly Christmas Seals have become part of 
the Yuletide ritual in millions of homes throughout America. 

They're Santa’s biggest bargain — because they give so 
much for so little. 

They give added protection to family, friends, and the 
entire community against tuberculosis. And since 1904 they 
have helped to spare more than 100,000 lives a year. 

You can help Santa help you — by supporting this once-a- 
year appeal for the year-round program of prevention and 
te carried on by the National Tuberculosis Association 
and its affiliates. 

So, please, buy and use Christmas Seals — send in your 
contribution, today. 


Buy Christmas Seals 
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APPELLATE AND OTHER COURTS 


Estate tax: Previously taxed property: 
Property acquired through settlement of 
claims.—Prior to her death in 1941, the 
decedent had settled claims made by her 
against the estate of her brother, who had 
predeceased her. The claims were made on 
the grounds that her brother’s will was 
void, and that he had defrauded her in 
connection with the settlement of t1eir 
father’s estate. The compromise payment, 
approved by a consent decree, was made in 
a lump sum, without being allocated be- 
tween the two claims on which it was 
based. In the estate tax proceedings in- 
volving the brother’s estate, his representa- 
tive submitted all pertinent information 
bearing upon the settlement of decedent’s 
claims to the Revenue Department, which 
determined that the greater part of the 
compromise payment was attributable to 
the decedent’s claim as a creditor, rather 
than as an heir of her brother’s estate. 
Hence, the amount attributable to her claim 
as a creditor was deductible in determining 
the net estate of the brother subject to 
tax. The decedent’s representative claimed 
that this amount should have been included 
in the net taxable estate of the brother to 
entitle the decedent’s estate to a deduction 
for previously taxed property. It is held 
that the determination of the Revenue De- 
partment with respect to the allowance of 
a portion of the compromise payment as a 
debt of the brother’s estate was presumably 
correct. In the absence of clear evidence 
to the contrary, the estate tax on the 
brother’s estate is held to have been properly 
computed, and the decedent’s representa- 
tive is not entitled to reimbursement from 
the brother’s representative on account of 
estate taxes levied on the decedent’s estate. 
—CA-7. Lola Ree Hull, Plaintiff-Appellant 
v. Continental Illinois National Bank and 
Trust Company of Chicago, Defendant-Ap- 
pellee, 49-2 ustc § 10,739. 


Interpretations 


Taxability of proceeds received for can- 
cellation of lease.— The consideration re- 
ceived for the cancellation of a long-term 
lease is taxable income and is not a gain 
from the sale or exchange of a capital asset 
exempt from tax under the District of 
Columbia income tax law.—CA of DC. 
United Cigar-Whelan Stores Corporation v. 
District of Columbia, 2 State Tax Cases RE- 
Ports {| 250-057. 


Estate tax: Declaration in will as to com- 
munity property.—The decedent, a resident 
of California who died in 1941, declared in 
his last will that his property was held in 
community. Such a declaration is held 
insufficient to change the property into 
community property. Therefore, his wife 
is not entitled to a vested, one-half interest 
therein, when determining the property in- 
cludible in the decedent’s estate—DC Calif. 
Caroline Alice Plummer et al., Plaintiff v. 
United States of America, Defendant, 49-2 
ustc § 10,738. 


Estate tax: Contemplation of death: 
Gifts of currency kept in joint safe deposit 
box.—At various times, the decedent made 
gifts of currency to his wife in order that 
she would not, in the future, be compelled 
to undergo the financial hardship that she 
had suffered in the past, regardless of finan- 
cial losses which the decedent might incur. 
After his death, the currency was found in 
an envelope in a safe deposit box held jointly 
by the decedent and his wife. The envelope 
was marked in the decedent’s handwriting 
as containing personal papers belonging to 
his wife. It is held that valid, completed, 
gifts of the currency were made to the wife, 
and that they were not made in contempla- 
tion of death—DC Colo. Katie L. Carring- 
ton, Plaintiff v. Ralph Nicholas, Collector 
of Internal Revenue, Treasury Department, 
United States of America, Defendant, 49-2 
usTc J 10,737. 


STATE COURTS 


Sales of automobile parts.—A taxpayer en- 
gaged in the business of selling automobile 
parts is liable for sales tax on parts sold 
to retail automobile dealers who, while they 
inferred that the parts so purchased were 
to be resold, used the parts to recondition 
used automobiles for sale at retail. The 
fact that the taxpayer did not know that 
the dealers reconditioned used auomobiles 
for sale did not excuse him from collecting 
the tax.—Ala. Merriwether v. State, 2 STATE 
Tax Cases Reports { 250-058. 


Sales of burlap bags.—Sales of burlap bags 
to owners and operators of peanut hullers, 
wholesale grain and feed companies, dealers 
in cotton seed, wholesale groceries and whole- 
sale produce companies are not subject to 
sales tax. However, sales of bags to a 
marble company which uses them in mak- 
ing sales of chipped marble to contractors 
are taxable, as well as sales of bags to 
operators of nurseries and greenhouses.— 
Ala. State v. Wertheimer, 2 STATE Tax CASES 
Reports { 250-059. 


Gifts of California trust remainder by 
nonresident.—Gifts of a remainder interest 
in a California trust by a nonresident were 
held not subject to the California gift tax, 
where the trust consisted of intangible per- 
sonal property, none of which was actively 
used for business purposes in California. 


This decision by the California Superior 
Court concerned the effect of Department 
Regulation 58, providing that “ordinarily, 
intangible personal property belonging to a 
nonresident donor is not subject to the Gift 
Tax Law unless it has acquired a so-called 
‘business situs’ (1.e., been actively used in 
conection with some business) in this 
State.” 


In 1933, the donor, a resident of Illinois, 
had transferred intangible personal prop- 
erty to the California trustee. In 1942, he 
had participated in an amendment of the 
trust, whereby he made the gifts of, the 
trust remainder. Here, the activities of 
the trustee were concerned with the care and 
investment of the property transferred in 
trust, and the proceeds from sales of such 
property made pursuant to authority vested 
in it—Calif. State of California v. Wells 
Fargo Bank, CCH INHERITANCE ESTATE AND 
Grrr Tax Reports § 16,478. 


Income tax.—Income on the sale of prop- 
erty originally purchased as an investment 
and held for less than two years cannot be 
excluded from gross income on grounds 
that it is gain from the sale of capital 
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assets.—DC. Violet Levitt v. District of Co- 
lumbia, CCH Districr oF CotumBIA Tax 
Reports { 10-411. 


Sales tax records.—Since a grocery store 
operator was unable to produce books and 
records because of theft, the auditor used 
obtainable invoices as a basis for determina- 
tion of tax. The invoices were incomplete 
although not involved in the theft. Testi- 
mony by suppliers and proofs offered in- 
dicated that the determination made by 
the auditor was too high. The State Board 
of Tax Appeals reduced the determination 
on the basis of the testimony offered and 
because of the fact that the records were 
stolen but stated that it was the duty of 
the taxpayer to preserve complete invoices 
as part of his records and that the auditor 
was justified in using the invoices in making 
the determination —Mich, Alex Awada v. 
Department of Revenue, CCH MIcHicAan 
TAx Reports { 62-140. 


Transfer effective at death: Retention of 
control over trusts.—The decedent created 
a trust, in 1922, for each of his three chil- 
dren, naming his wife as trustee. The trusts 
were to terminate when the youngest child 
reached the age of thirty-five years, at which 
time the corpus of each was to be turned over 
to the beneficiary. Between 1922 and the 
time of the decedent’s death in 1945, he 
managed the trusts and, although the in- 
come was to go for the benefit of the 
beneficiaries, it was shown that the family 
summer home was maintained out of the 
trust funds. On the facts, the transfers 
were taxable as transfers to take effect at 
death—N. J. Bose v. Division of Taxation, 
CCH INHERITANCE EstaTE AND Girt Tax 
Reports { 16,475. 


Retroactive features of Florida appor- 
tionment law refused by New York.—The 
New York Supreme Court, on the author- 
ity of Coolidge v. Long, 282 U. S. 582, has 
refused to apply the Florida apportionment 
statute to a trust created by a decedent 
dying prior to enactment of the law. Here, 
a New York trust was created by a Florida 
decedent who died on March 8, 1949, prior 
to enactment of the apportionment law on 
June 13, 1949. Although the law was made 
retroactive by its terms to estates of per- 
sons dying after January 1, 1948, the New 
York court ruled such a provision to be 
unconstitutional, since the rights of the 
beneficiaries had vested as of the date of 
the decedentis death and could not there- 
after, by legislative action, be impaired or 
destroyed—N. Y. National City Bank of 


(Continued on page 1158) 
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Books... 


Legislative Process Examined 


Congress on Trial—The Politics of Modern 
Law-Making. James M. Burns. Harper and 
Brothers, 49 East 33rd Street, New York 16, 
New York. 1949. 224 pages. $3. 

If you have not cracked civics books since 
you left high school, this book is for you— 
not so much because of the author’s opin- 
ions, which seep through the text every 
now and then, as because of his mature 
explanation of the politics of modern law- 
making. The school texts clothe most of 
our political institutions with a chasuble— 
a holy Congress—and, since every boy can 
be President, an omniscient Presidency. 
This is all right for the adolescent mind, 
although this reviewer has a deep-seated 
reverence for the Constitution and the gifted 
men who drew it 167 years before the 
atomic age. Perhaps, as the author suggests, 
now is the time to “view with alarm” some 
of the provisions of legislative processes. 
This author takes an iconoclastic view of the 
present-day status of these political institutions, 
particularly Congress and the Presidency. 

Again, he might well be an iconoclast, for 
he has had intimate experience with the 
functions of lawmaking in Congress for ten 
or more years, beginning with the time when 
he served as a legislative assistant to a 
member of Congress and carrying through 
his just-completed service on the Hoover 
Commission. He calls the book Congress on 
Trial. Perhaps he acts as prosecutor, but 
like a kindly prosecutor who pleads for an- 
other chance for a delinquent, he asks for 
a rebuilding. The author’s concern is with 
the low estate into which the legislative 
body seems to have fallen. 

“As this is written [the book], Congress 
is once again bringing on itself a storm of 
abuse and ridicule. The Senate has just 
passed a new rule that makes the filibuster 
a more potent weapon for the minorities 
than it has been for thirty years. The ma- 
jorities program, endorsed in the last elec- 
tion, is stalled somewhere in the meandering 
legislative channels, or is being torn to 
pieces. Once again Congress seems to be 
parading an insensitivity to public opinion, 
a tenderness for minority groups, a reluct- 


Books Articles 


.. Articles 


ance to act for the majority of the people.” 

These opinions are open arguments—that 
is, whether failure of the President’s pro- 
gram exhibits an “insensitivity” on the part 
of Congress to the wishes of the majority, 
or whether passing tax reduction, even though 
small, over the President’s veto is exhibit- 
ing “a tenderness for minority groups.” 


The author illustrates his point with three 
bills, one dealing with wages and hours, one 
dealing with price control and one dealing 
with the Missouri Valley Authority. 

An administrative aide, Rufus G. Poole, 
“became convinced that the only way to 
break the deadlock was for the Administra- 
tion to support the AFL draft [Wage and 
Hour Bill] and then seek to improve it in 
conference. Poole reasoned that if 
Pepper could be induced to speak vigorously 
for the wage-hour bill during his campaign, 
his victory would be interpreted as a test of 
sentiment on the bill in the South. Over 
$10,000 was turned over to the Pepper cam- 
paign fund by Corcoran, who had obtained 
the sum from a radio corporation executive 
on the basis of another deal. Pepper 
won a decisive primary victory in Florida. 
When the discharge petition [to bring the 
bill out of committee] was opened for sig- 
nature in the House three days later, the 
necessary 218 signatures were gained in less 
than two and one-half hours.” 

As to the Price Control Bill, Leon 
Henderson and David Ginsburg managed 
this legislation. The point of disagreement 
here was whether or not there should be a 
program which would include wages as well 
as prices. Bernard Baruch campaigned for 
this program, while Henderson and Gins- 
burg thought wages should be left to an- 
other agency. 

Steagall of Alabama introduced the Price 
Control Bill, and hearings were heard be- 
fore the Banking and Currency Committee 
—thirty-seven sessions over a three-month 
period. The farm bloc held the balance of 
power on the committee, and the Price Con- 
trol Bill faced an exceptionally potent coalition, 
made up of a large portion of Republicans 
in the House, most of the farm bloc, a group 
of Southern Democrats opposed to enhanced 
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presidential powers and representatives of 
various special interests which had a stake 
in rising commodity prices. The Price Con- 
trol Bill which passed the House was de- 
scribed as a “tattered remnant.” 


The story of MVA is that of an attempt 
to meet the problems of the valley by a re- 
gional program for the sake of the people 
as a whole, and of how the effort was balked 
by a coalition of pressure from politicians 
in the Senate, organized interest groups in 
the valley and bureaucrats with vested in- 
terests in the existing piecemeal handling of 
the problems of the Missouri. 


The author says: “It was not the defeat 
of MVA, but the way in which it was defeated 
that arouses concern over the legislative 
process. Both Congressmen and adminis- 
trators approached the problems of the Mis- 
souri valley in terms of their particular 
interests, functions, or localities. There was 
a failure to come to grips with the central 
conception of a valley-wide approach.” 


Not content with merely exploding the 
“statesmen’s” concept of lawmaking, Mr. 
Burns examines some of the panaceas that 
have been offered for our legislative ills, 
such as the old Wilson program for a cab- 
inet government. 


“The proposals in general are of two 
types. Some of them would make the Presi- 
dent and his cabinet responsible to Congress 
by empowering Congress to oust the Execu- 
tive (through a vote of lack of confidence) 
and to appoint a new one. The other type of 
proposal would change the terms of offices 
so that the President and all members of 
Congress faced the voters at the same time. 
Such general elections would be held at reg- 
ular intervals or when a deadlock between 
executive and legislative branches compelled 
a special election. 


“The first proposal is designed to give us 
efficient and responsible goverment. If the 
American people ever make the fatal error 
of adopting it, they will find that it has 
precisely the opposite effect.” 


As to the second type of cabinet govern- 
ment, the “theory behind it is that if the 
President and every member of Congress 
ran for election at the same time, men be- 
longing to the same party and backing the 
same principles would gain office in both 
branches of government. The result, accord- 
ing to advocates of this reform, would be 
unified government. 

“History and logic both argue against 
this proposition. On three occasions Frank- 
lin Roosevelt was re-elected by clear ma- 
jorities and his party was victorious in both 
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houses of Congress. Soon after each of 
those re-elections the country was treated 
to the familiar picture of one branch of the 
government quarreling with the other. Some- 
how election of President and House at the 
same time did not produce harmony.” 

Consequently, after making a thorough 
examination of these various remedies, the 
author comes to the seat of trouble—‘our 
decentralized, undisciplined, disunited party 
structure.” We might conclude that the 
greatest fault lies in the make-up at the 
lowest level of the whole American party 
system of government, and that all these 
changes for redesigning the top structure 
will be like so much new plaster on the 
White House—all the old scars, even soot 
from the fire of 1812, remain underneath on 
the original foundation. 

The whole party system breeds, and fosters 
a typical American politician born fifty-six 
years ago a block off Main Street. He went 
to grammar school and high school in his 
own small town, attended law school at the 
state university and returned to the home 
town to practice. He served in the army; 
belonged to the American Legion, the Elks 
and the Kiwanians; rose from county prose- 
cuting attorney to become a member of the 
lower house of the state legislature; prob- 
ably became state commander of the American 
Legion and was finally elected to Congress 
—the Babbitt of Washington, D. C. 


Kentucky Studies 


The Whiskey Production Tax in Kentucky, 
1933-1947. Orba F. Traylor. University of 
Kentucky, Lexington, Kentucky. 1949. 53 
pages. 50¢. 

This report, the nineteenth in the monograph 
series prepared by the Bureau of Business 
Research at the University of Kentucky, is 
an examination of the state manufacturers’ 
production tax. It includes (1) the history 
of the distilled spirits production tax; (2) 
an analysis of its place in the state revenue 
system; (3) a statistical examination of the 
economic position of the segment of the 
distilling industry subject to the tax as com- 
pared with the segment free of it; (4) an- 
attempt to explain the relationship of the tax 
to costs of production and to liquor market- 
ing problems; (5) a comparative account of 
the Maryland experiment with a similar 
tax; and (6) a summary of conclusions sup- 
ported, in the view of Dr. Traylor, by the 
statistics. 

The author believes his conclusion that the 
disadvantages imposed by the production 
tax were overbalanced by general advantages 
enjoyed by Kentucky distillers is reasonably 
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sustained by the evidence through 1941. He 
thinks the subsequent data do not justify 
definitive conclusions and he suggests that 
the postwar conditions are so changed that 
the results before the war do not necessarily 
forecast those after 1947. 


Taxation of Thoroughbred Racing. Rienzi 
Wilson Jennings. University of Kentucky, 
Lexington, Kentucky. 1949. 126 pages. $1. 


This monograph is the twentieth in the 
University of Kentucky’s Bureau of Business 
Research series. In addition to analyzing 
comprehensively the license, admission and 
various forms of pari-mutuel taxes, the study 
explains the racing and antecedent breeding 
businesses with sufficient detail to make clear 
their relationship to taxation. 


It answers questions such as: What spe- 
cial taxes do the states impose? How do 
they affect the racing and breeding busi- 
nesses? What constitutes a reasonable racing 
tax policy for taxation of racing if the 
interests in farm and track business and 
the state’s own revenue angle are fairly 
weighted? 

State tax departments, other tax men and 
legislative committees will find this text of 
interest, as will journalists, horse breeders, 
race track operators and racing commissioners. 


City Economy 


Check List on How Cities Can Cut Costs. 
Clarence E. Ridley and Orin F. Nolting. 
International City Managers’ Association, 
1313 East 60 Street, Chicago 37, Illinois. 
1949. 52 pages. $1. 


This check list contains 542 practical sug- 
gestions for constructive economy in local 
government. It is based largely on sugges- 
tions made by more than fifty municipal 
officials and specialists in the several fields 
of municipal activity. Each of the sugges- 
tions is in the form of a’ question. Each 
question indicates a generally accepted stand- 
ard procedure or method. An affirmative an- 
swer means that the local government is 
applying the procedure indicated. A nega- 
tive answer means that officials of the de- 
partment represented in the question should 
see if the procedure could be applied more 
economically that that which is in present 
use. The questions are arranged according 
to municipal activities to enable department 
chiefs to make ready use of the list and 
stretch the tax dollar. 


ARTICLES 


Advertising and Tax Laws ... TIDE 
magazine reports in its October 7 issue the 
final part of a study made by Chicago finan- 
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cial consultant Stanley Harold Morgan on 
advertising and security values. The first 
two parts of the study discussed and pre- 
sented case histories to illustrate long-term 
capital gains made through advertising. The 
third part of Mr. Morgan’s study deals with 
advertising under present tax laws. TIDE 
reports: 


“The result of the tax laws seems to be, 
he says, that approximately 38% of the cost 
of advertising can really be chalked up to 
taxes, since, if it weren’t spent for advertis- 
ing, it would go to the tax collector. He 
points out, for instance, that because the 
corporate income tax rate is approximately 
38%, a $100,000 advertising appropriation 
really requires an outlay of only $62,000, 
since advertising is viewed as an expense, 
and the appropriation reduces the company’s 
income by $100,000. 


“Furthermore, Mr. Morgan points out, 
the policies of the Bureau of Internal Reve- 
nue seem to make consistently heavier ad- 
vertising expenditures almost mandatory if 
a company wishes to grow. He cites a 
statement to Congress by the Bureau’s Dep- 
uty Commissioner, Edward I. McLarney: 
‘The method and type of advertising so far 
as its tax deductibility is concerned, is en- 
tirely within the purview of the taxpayer 

We are merely concerned whether or 
not his advertising expenditures are ordi- 
nary and necessary and reasonable.’ 


“Because of this, Mr. Morgan says, ‘Any 
enterprise which expects to expand 
would, it seems, want to incur as large an 
advertising expense as is legitimate and 
constructive for the protective purpose of 
establishing consistency of precedent. The 
more consistently adequate advertising ex- 
penditures have been maintained in the past 
the more reasonable, presumably, they would 
be viewed currently. Hence, it would seem 
to the benefit of the enterprise to establish 
what is “reasonable” for the advertising 
effort at consistently higher levels—if it 
expects to grow over the years.’ 


“Mr. Morgan emphasizes that U. S. busi- 
ness can use ‘tax absorbing advertising’ to 
a much greater degree than many people in 
it realize. Through such advertising, he is 
convinced, business can take advantage of 
two inter-related, vital factors: (1) the eco- 
nomics of the break-even point, and (2) the 
ever-increasing purchasing power of the 
American public, which, he believes, pro- 
vides the nearest approach to an ‘insured’ 
market in economic history.” 


Mr. Morgan discussed his study with the 
Central Council of the American Association 
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of Advertising Agencies in October and 
with the Association of National Advertisers 
last March. The study is obviously a sales 
argument for advertising, and some of the 
conclusions are open to debate; but it makes 
an interesting, as well as a valuable, subject 
for thought. — “Advertising and Security 
Values — Advertising Under Present Tax 
Laws,” TIDE, October 7, 1949. 


Cemetery Accounting . .. The New 
York statute for the regulation of nonprofit 
cemeteries, other than those operated by 
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Gutkin and David Beck entitled “Stock 
Redemption as Taxable Events under Sec- 
tion 115 (g)”; and there have been other 
articles from time to time as to whether 


stock redemptions would be distributions 
equivalent to a dividend. 


As a life underwriter who does estate 
planning, I frequently encounter situations 
where insurance on some or all of their 
stockholders has been purchased by cor- 
porations, principally for the purpose of 
buying stock from the estate of the stock- 
holder in the event of his death, in order 
to supply cash to the executor. 


I have in mind one case where a corpora- 
tion has insurance on five executives, all of 
whom are stockholders, four being small 
stockholders and the fifth being the con- 
trolling stockholder, who owns much more 
than fifty-one per cent of the stock. Now 
it is clear that the purchase by the corpora- 
tion of all of the stock of one of these 
minority stockholders at the time of his 
death would in no way be a distribution 
equivalent to a dividend—as all of his stock 
is purchased and his connection with the 
company as a stockholder ended. But in 
the case of the controlling stockholder a 
substantial purchase would be made from 
his estate, but his estate would remain in 
control of the corporation. 


In the case cited above, there is a good 
business purpose for the plan as to the pur- 
chase of stock of the minority stockholders. 
It is not desired that this stock remain in 
the hands of the widows, who are not active 
in the management, as stock has been sold 


only to active executives. But the same 
business purpose cannot be said to exist as 
to the controlling stockholder. The corpo- 
ration has a surplus derived from the past 
earnings, even though the stock purchase is 
to be made with insurance proceeds. The 
controlling stockholder may have received 
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municipalities or religious organizations, re- 
quiries the application to cemeteries of the 
principles of fund accounting, as usually 
practiced in nonprofit organizations. The 
chief point of emphasis under these prin- 
ciples is the necessity for separation of funds 
and a complete accounting for each fund 
and for inter-fund transactions. The statute 
also requires that eight reports be filed with 
the Cemetery Board.—Isaacs, “Accounting 
Analysis of the New York Statute on Ceme- 
teries,’ The New York Certified Public Ac- 
countant, November, 1949. 
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part or all of his stock as stock dividends 
in former years. 

Where a corporation buys stock from a 
stockholder who owns substantially all of 
the stock, the purchase is held to be a dis- 
tribution equivalent to a dividend. Where a 
partial purchase is made from the estate of 
a small stockholder not connected by family 
ties with the controlling interest, I presume 
the purchase would not be a distribution 
equivalent to a dividend, even though it is 
a partial purchase of stock. A partial pur- 
chase of stock from the estate of a con- 
trolling stockholder which deprived his 
estate of control would probably not be a 
distribution equivalent to a dividend. 


But there is a wide range between a con- 
trolling stockholder possessing fifty-one per 
cent of the stock and a controlling stock- 
holder possessing substantially all of the 
stock. Assuming always that the estate of 
the controlling stockholder remains in con-. 
trol even after the partial purchase is made, 
I am wondering just where the dividing line 
would be. 

There is always some business purpose in 
these arrangements, if only to prevent forced 
sale or liquidation of the business to meet 
the cash requirements of the estate. The 
primary purpose, however, is nearly always 
related to the principal stockholder rather 
than the corporation as a business. It can 
usually be shown that the insurance is justi- 
fied as indemnity for the loss of the active’ 
head of the business. It is when stock is 
purchased from the estate that the question 
will arise: Is there a distribution equivalent 
to a dividend? 

There must be thousands of situations 
such as that outlined above, and a discus- 
sion of this would be exceedingly interest- 
ing to me and probably to other readers. 


Henry E. HAIMAN 
CLEVELAND 
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State Tax Calendar 








ALABAMA 
January 1 
Alcoholic beverage retailers’ license year 
begins. 


Automobile dealers’ report due. 

Birmingham retail and wholesale dealers’ 
gross receipts tax report and payment 
due. 

Trading stamp report due. 


January 10—— 

Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Fire insurance special report due. 

Tobacco stamp and use tax report and 
payment due. : 

Tobacco wholesalers’ and jobbers’ report 
due. 


January 15 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


Third Monday 
Corporation property tax return due (last 
day). 
January 20—— 
Automobile dealers’ report due. 
Carbonic acid gas report and payment due. 
Coal and iron ore mining tax report and 
payment due. 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
Lubricating oils tax report and payment 
due. 
Motor fuel tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 


January 30—— 


Forest products severance tax report and 
payment due. 
Sales tax annual report due. 
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January 31 
Poll tax due (last day). 


ARIZONA 
January 1 
Motor vehicle registration fee and tax due. 
January 5—— 
Alcoholic beverages licensees’ report due. 
January 10—— 

Wholesalers of malt, vinous and spirituous 

liquors, report and payment due. 
January 15—— 

Gross income report and payment due. 

Phoenix business privilege tax report and 
payment due. 

January 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
January 25—— 

Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and pay- 
ment due. 

January 30—— 
Gross income tax annual report due. 





ARKANSAS 
January 10-——— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 


Statement of purchases of natural re- 
sources due. 


January 15—— 
Compensating (use) tax report and pay- 
ment due. 
Public utilities’ gross earnings fee first 
installment due. 
January 20—— 
Gross receipts tax report and payment due. 
Use fuel tax report and payment due. 





January 25 
Motor fuel tax report and payment due. 
Natural resources severance tax report 

and payment due. 

January 31 
Motor vehicle registration and fee due. 
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CALIFORNIA 
January 1 
Carrier permit renewal fee due. 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
Motor vehicle registration and fees due. 


January 15—— 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic 
beverages imported due. 

Distilled spirits report and tax due. 

Motor carriers of property for hire, gross 
receipts tax report and payment due. 

Off-sale general liquor licensees’ quarterly 
report due (last day). 

Use fuel tax report and payment due. 


January 20—— 
Motor carriers’ gross receipts report and 
tax due. 


January 31 
Sales tax report and payment due. 
San Francisco purchase and use tax re- 
turn and payment due. 
Use tax report and payment due. 


COLORADO 
January 1 
Chain store tax due. 


January 5—— 

Alcoholic beverage manufacturers’ report 

due. 

Motor carriers’ tax due. 
January 10—— 

Motor carriers’ report due. 
January 14—— 

Sales tax report and payment due. 

Use tax report and payment due. 
January 15—— 

Coal mine owners’ report due. 

Coal tonnage tax due. 

Coal tonnage tax report due. 

Denver sales tax report and payment due. 
January 25—— 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 
January 31 . 

Coal mine owners’ annual report due. 


CONNECTICUT 

January 1 

Gasoline tax due. 
January 15—— 

Gasoline tax report due. 

Gasoline use tax report and payment due. 
January 20—— 

Alcoholic beverage tax return and pay- 

ment due. 

January 30—— 

Sales and use tax returns and payment due. 
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DELAWARE 
January 1 
Railroad tax installment due. 
First Tuesday. 
Franchise tax report due. 


January 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
January 30—— 
Income tax fourth installment due. 
January 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


Income tax withholding report and pay- 
ment due. 


DISTRICT OF COLUMBIA 


January 1 
Corporation and unincorporated business 
annual license fee due. 
Corporation report due. 


January 10 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers,. wholesalers or 
retailers of alcoholic beverages, report 
due. 


January 15—— 
Beer tax due. 


January 20—— 
Sales and use tax report and payment due. 


January 25—— 
Gasoline tax report and payment due. 


FLORIDA 
January 1 
Auto transportation 
and tax due. 
Motor vehicle registration renewable. 
Sleeping and parlor car companies’ report 
and tax due. 


January 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


January 15—— ; 
Dealers’, importers’ and carriers’ gasoline 
report due. ; 
Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 
Motor vehicle fuel use tax report and 
payment due. 
Transporters’ and carriers’ alcoholic bev- 
erages report due. 
January 25—— 
Gasoline sales tax and storage tax report 
and payment due. 


companies’ report 


December, 1949 @© TAX ES— The Tax Magazine 








‘Ts 


ue. 


ort 


port 


bev- 


line 


line 
due. 
and 


bev- 


port 


zine 





Oil and gas production tax report and 
payment due. 

Sales, use, rental and admissions taxes 
and reports due. 


GEORGIA 





January 1 
Corporation license tax and report due. 
January 10—— 
Cigar and cigarette wholesale dealers’ re- 


port due. 
Distilled spirits wholesale dealers’ report 
due. F 
Motor carriers’ report due. 
January 15—— 
Malt beverage tax report due. 
January 20—— 
Gasoline tax report and payment due. 
IDAHO 
January 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ report and tax 
due. , 


Gasoline tax report and payment due. 
Motor carriers’ gross receipts tax quarterly 
installment due. 


January 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
January 1 
Motor vehicle registration and fee due. 
January 10—— 
Motor carriers’ mileage tax report and 
payment due. 


January 15—— 

Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ tax report and payment 

due. 

Sales tax report and payment due. 
January 20—— 

Gasoline tax report and payment due. 
January 30—— 

Transporters’ gasoline report due. 





INDIANA 


January 1 
Alcoholic vinous beverage tax due. 
Chain store tax due. 
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January 10—- 





Cigarette distributors’ interstate business 
report due. 

Unstamped intangibles report and tax 
due. 


January 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


January 20-—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax 
report and payment due. 
Building and loan associations’ intangi- 
bles tax report and payment due. 


January 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and pay- 
ment due. 


January 31 
Gross income tax report and payment due. 
Information at source return due. 
Withholding agents’ return of tax with- 

held due. 





IOWA 





January 1 
Motor carriers’ additional tax due. 
Motor vehicle registration fee due. 


January 10—— 


Carriers’ gasoline tax report and payment 
due. 


Class “A” permittees’ beer tax report and 
payment due. 
January 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 
January 25—— 
Corporation capital stock report due. 


KANSAS 
January 10—— 
Malt beverage report due. 


January 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 


January 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
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January 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
January 1 
Bank share tax (last day). 
Motor carriers’ excise tax due. 
Passenger carriers’ annual tax due. 
Property tax (last day). 


January 2—— 
Stored distilled spirits tax due. 


January 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


January 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


January 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


January 30—— 
Life insurance companies’ premiums tax 
return and payment due. 
January 31 
Amusement and entertainment report and 
tax due. 
Dealers’ and transporters’ gasoline tax 
report and payment due. 
Louisville employers’ income tax return 
due (last day). 
Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 
January 1 
Liquor and beer license renewable. 
Soft drinks tax report due. 
Tobacco tax due. 


January 10—— 
Importers’ beer report due. 
Importers’ gasoline tax due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


January 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
‘Tobacco tax report due. 
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report 


January 20—— 

Bank share tax report due. 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax 
due. 


January 30—— 

Carriers’ quarterly 
due. 

Gas gathering tax report and payment 
due. 

Natural resources 
and payment due. 

Public utility and pipe line report due. 


report and payment 


report and payment 


severance tax report 


MAINE 


January 10—— 
Manufacturers and wholesalers 
beverages, report due. 
January 25—— 
Use fuel tax report and payment due. 


of malt 


January 31 
Gasoline tax report and payment due. 
Road tax report and payment due. 


MARYLAND 


January 10 
Admissions tax payment due. 
Beer tax report and payment due. 
January 15—— 
Sales and use tax report and payment 
due. 
January 30-—— 
Purchasers of cargo lots of motor fuel, 
report due. : 
January 31 
Gasoline tax report and payment due. 


MASSACHUSETTS 


January 10—— 

Alcoholic beverage excise tax report and 

payment due. 

Meals excise tax report and payment due. 
January 20—— 

Tobacco tax report and payment due. 
January 31 

Motor fuel tax report and payment due. 
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January 5—— 


MICHIGAN 


Carriers’ gasoline statement due. 


January 10—— 
Common and contract carriers’ report and 
fee due. 
Property tax due (last day to pay with- 
out four per cent collection charge). 
January 15—— 
Detroit property tax semiannual install- 
ment due. 
Sales tax report and payment due. 
Use tax report and payment due. 


January 20—— 
Cigarette tax report and payment due. 
Diesel fuel users’ report and payment due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and 
payment due (last day). 


MINNESOTA 

January 1 

Carriers’ permit expires. 
January 10—— 





Wholesalers’, brewers’ and manufacturers’ 


alcoholic beverage report due. 
January 15 
Interstate motor carriers’ mileage tax due. 


January 20—— 
Cigarette tax and report due. 








January 23 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 


MISSISSIPPI 
January 5—— 
Factories’ report due. 
January 10—— 
Admissions tax report and payment due. 


January 15—— 

Alcoholic beverage wholesalers’, distribu- 
tors’, retailers’ and common carriers’ 
report due. 

Carriers’ gasoline tax report due. 

Compensating (use) tax report and pay- 
ment due. 

Liquified petroleum equipment manufac- 
turers’, dealers’ and jobbers’ report of 
sales due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 


State Tax Calendar 





Occupation (sales) tax and report due. 
Timber severance tax and report due. 


January 20—— 
Gasoline and oil distributors’ report and 
payment due. 
Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 





January 25 
Gas severance tax report and payment 
due. 
Oil and Gas Board maintenance charge 
due. 


Oil severance tax report and payment due. 
January 30—— 
Sales tax annual report and payment due. 


January 31 
Chain store tax due (last day). 





MISSOURI 





January 1 
Motor vehicle registration and fee due. 
First Monday: 
St. Louis merchants’ and manufacturers’ 
ad valorem license tax return due. 
St. Louis personal property tax return due. 
January 5—— 
Nonintoxicating beer permittees’ report 
due. 
January 10—— 


Oil inspection tax report and payment due. 
Receivers of petroleum products, report 
due. 


January 15—— 
Alcoholic beverage sale report due. 
Carrier registration fee due (last day). 
Retail sales tax report and payment due. 
January 25—— : 
Use fuel tax report and payment due. 
January 30—— 


St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 








January 31 
Gasoline distributors’ report and pay- 
ment due. 


Soft drinks manufacturers’ report and 
payment due. 


MONTANA 





January 1 
Chain store tax due. 
Moving-picture theater licenses issued and 
tax due. 


January 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
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Carriers’ gasoline tax report due. 
Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Motor carriers’ additional fee due. 


January 30—— 

Carbon black producers’ semiannual license 
tax report and payment due. 

Cement producers’ and dealers’ tax report 
and payment due. 

Coal mine operators’ tax report and pay- 
ment due. 

Oil producers’ license tax report and pay- 
ment due. 

Telegraph and natural gas companies’ tax 
and report due. 


NEBRASKA 


January 1 
Fire marshal tax due. 


January 10—— 
Cigarette distributors’ report due. 


January 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 


January 1 
Fire marshal tax due. 
Motor carriers’ license fee due. 
Motor vehicle registration and fee due. 


January 10—— 
Liquor report by out-of-state vendors due. 


January 12—— 
Toll roads and bridges quarterly tax and 
report due. 


January 15—— 
Carriers’ gasoline tax report due. 
Cigarette wholesalers’ license fee delin- 
quent. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
Transient livestock tax due (last day). 


January 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


January 31 
Foreign surety company tax return and 
payment due. 
Mines’ net proceeds tax report due. 
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NEW HAMPSHIRE 


January 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. 

January 15—— 
Use fuel tax report and payment due. 


January 31 
Motor fuel report and tax due. 


NEW JERSEY 


January 10—— 
Bank share tax report due. 
Busses (interstate) report and excise tax 
due. 
Jitneys (municipal) gross receipts report 
and tax due. 


January 20—— 

Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 


January 25—— 
Busses (municipal) gross receipts report 
and tax due. 


January 30-—— 
Carriers’ gasoline tax report due. 
January 31 
Distributors’ 
ment due. 


gasoline report and 


pay- 


NEW MEXICO 


January 1 
Merchants’ license tax payment due. 
Merchants’ license tax quarterly install- 
ment due. 


January 15—— 
Income tax due. 
Occupational gross income tax report and 
payment due. ; 
Oil and gas conservation report due. 
Severance tax and report due. 
Share tax and report due. 


January 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
January 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 
January 30—— 
Oil and gas well production tax report due. 
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NEW YORK 
January 15—— 
Personal income tax fourth installment 
due. 


January 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and re- 
port on room rental in hotels, apart- 
ment hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 


January 25—— 
Conduit companies’ tax and report due. 
New York City conduit companies’ tax 
and report due. 
New York City public utility excise re- 
turn and payment due. 


January 31 
Gasoline tax report and payment due. 
Motor vehicle registration fee due (last 

day). 





NORTH CAROLINA 





January 1 
Motor vehicle registration and fee due. 


January 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


January 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


January 20-—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


January 30—— 

Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
panies’ report and tax due. 

Property tax return due. 





January 31 
Bank share tax due (last day). 
Lightning rod dealers’ and manufacturers’ 

report and payment due. 


NORTH DAKOTA 





January 1 
Motor vehicle registration and fee due. 
Vehicle sales tax due. 

January 10—— 

Cigarette distributors’ report due. 


State Tax Calendar 


January 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 

January 20—— 

Sales tax report and payment due. 
Use tax report and payment due. 

January 25—— 

Use fuel tax report and payment due. 


OHIO 
January 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


January 15—— 
Cigarette use tax and report due. 
Use tax report and payment due. 


January 20 
Dealers’ gasoline tax report due. 


January 30—— 
Carriers’ gasoline tax report due. 


January 31 
Gasoline tax due. 
Report to Industrial Board due. 
Sales tax supplemental report and pay- 
ment due. 
Toledo employers’ annual withholding re- 
turn and tax due. 








OKLAHOMA 
January 1—— 
Property tax first installment due. 
January 5—— 
Operators’ report of mines other than 
coal due. 


January 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing-machine owners’ report due. 


January 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 
Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
January 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and pay- 
ment due. 
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Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


January 21 
Annual industrial report due. 


January 30—— 


Cotton manufacturers’ report and tax due. 


January 31 
Motor vehicle registration due (last day). 
Oil, gas and mineral gross production 
report and payment due. 


OREGON 


January 1 
Motor vehicle registration and fee due. 


January 10—— 
Oil production tax report and payment 
due. 


January 15—— 
Excise tax fourth installment due. 
Forest products severance tax report and 
payment due. 
Forest yield seminnual tax report and 
payment due, 
Personal income 
due. 
January 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


January 25—— 
Gasoline tax report and payment due. 


January 30—— 
Withholding tax return and payment due. 


tax fourth installment 


PENNSYLVANIA 
January 10—— 


Importers of spirituous and vinous liquors, 
report due. 

Malt beverage report due. 

Soft drinks tax report due. 


January 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


January 25—— 


Philadelphia real property tax due. 


January 31 
Gasoline tax report and payment due. 
Philadelphia employers’ annual income tax 


information return due. 
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Unclaimed money and dividends report 
due. 
Use fuel tax report and payment due. 


RHODE ISLAND 


January 10—— 
Manufacturers’ alcoholic beverage report 
due. 


January 15—— 


Gasoline tax report and payment due. 


January 20—— 
Sales and use tax return and payment 
due. 


January 31 
Gift tax return due. 


SOUTH CAROLINA 
January 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
Motor carriers’ tax installment due. 


January 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage ‘sales 
and additional tax due. 
Power tax return and payment due 
(last day). 


January 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and pay- 
ment due. 


January 31 
Foreign corporation report due. 


SOUTH DAKOTA 


January 1 
Chain store tax due. 
Express companies’ tax due. 
Fire insurance companies’ premiums tax 
due. 
Motor carriers of passengers, tax due. 


January 10—— 
Interstate motor carriers’ report and tax 
due. 


January 15 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment 
due. 
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January 20—— 
Domestic corporations’ report due. 
Passenger mileage tax due. 

January 30—— 

Mineral products severance tax report 
and payment due. 

January 31 
Dealers’ gasoline tax report due. 





TENNESSEE 
January 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


January 15—— 
Carriers of use fuel, report due. 
Collection and adjustment license tax re- 
port and payment due. 
Users of fuel, report due. 


January 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 


due. 
Sales and use tax report and payment 
due. 
TEXAS 
January 1 





Commercial and collection agencies’ tax 
report and payment due. 

Contract carriers’ occupation tax report 
and payment due. 

Public utilities’ tax report and payment 
due. 

Radio, cosmetic and playing-card tax re- 
port and payment due. 

Sulphur production tax report and pay- 
ment due. 

Textbook publishers’ tax report and pay- 
ment due. 


January 15—— 
Oleomargarine dealers’ report and tax due. 


January 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 


January 25—— 
Admissions tax report and payment due. 
Carbon black production tax report and 

payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
payment due. 
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Prizes and awards of theatres, tax re- 
port and payment due. 
January 30—— 

Oil production tax report and payment 
due. 
January 31 
Bank share tax due. 





UTAH 
January 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


January 15—— 
Sales tax reutrn and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 
January 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
January 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
Property tax installment due. 


January 15—— 
Electric light and power companies’ re- 
port and tax due. 
January 31 


Corporations’ annual list of stockholders 
due. 


Gasoline tax report and payment due. 





VIRGINIA 





January 1 
Business license tax due. 

January 10—— 
Beer dealers’, bottlers’ and manufacturers’ 


report due. 
Merchants’ license tax report and pay- 
ment due. 
Warehousemen’s tobacco tax due. 
January 15—— 


Motor carrier tax due. 


January 20 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 

due. 

January 30 
Forest products severance tax quarterly 

report and payment due. 











January 31 
Gasoline tax report and payment due. 
Motor carriers’ quarterly road tax report 
and payment due. 

Use fuel tax report and payment due. 
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WASHINGTON 
January 10—— 
Brewers and manufacturers of 
products, report due. 


January 15—— 

Auto transportation 
and payment due. 

Butter substitutes report and 
due. 

Gross income tax return and payment due. 

Public utilities’ gross operating tax re- 
port and payment due. 

Sales tax report and payment due. 

Seattle occupation tax report and pay- 
ment due. 

Use tax report and payment due. 

Vancouver occupation tax report 
payment due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


January 20—— 
Use fuel tax report and payment due. 
January 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


malt 


companies’ report 


payment 


and 


WEST VIRGINIA 
January 1 


Alcoholic beverage (except beer) license 
fee due. 
Chain store tax due. 


January 10—— 
Alcoholic beverage tax report and pay- 

ment due. 

January 15—— 


Cigarette use tax report and payment 
due. 


Sales tax report and payment due. 
January 20—— 
Public utilities’ additional fee due. 


January 30—— 
Gasoline tax report and payment due. 
Occupational gross income tax annual 
report due. 
Occupational gross income tax quarterly 
report and payment due. 
Sales tax annual report and payment due. 


WISCONSIN 
January 1 
Motor carriers’ flat tax due. 


January 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
Oleomargarine tax report and payment 
due. 
January 20-—— 
Gasoline tax report and payment due. 


January 31 
Forest crop land acreage share tax due. 


Real property tax semiannual installment 
due. 


WYOMING 


January 1 
Motor vehicle registration and fee due. 


January 10—— 
Carriers’ gasoline tax report due. 


January 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ report and tax due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 


January 31 


Coal miners’ report due. 


“Nothing is so galling to a people, not broken in from the birth, 
as a paternal, or, in other words a meddling government, a govern- 
ment which tells them what to read, and say, and eat, and drink, 
and wear.”—-Thomas B. Macaulay, in Tax Outlook. 
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| HE REMAINDER of this issue is devoted exclusively to papers delivered 
at the University of Chicago’s Second Annual Federal Tax Conference, which was 
conducted in Chicago for three full days early this November. These papers were 
prepared as a basis for lecture and discussion. The material is timely and interest- 
ing. Due to the limitations of space in this issue, it unfortunately became neces- 
sary to omit some of the papers. 


rm 

I HE PROGRAM was conducted by the School of Business and the Down- 
town Center of the University to make available a lecture series on a reasonably 
high technical level for attorneys, accountants and business executives who. are 
devoting a substantial amount of their time to tax work. The details of the 
lectures were planned by a committee of attorneys, accountants and members of 
the faculty experienced in the tax field, who endeavored to select the most timely 
subjects and have them delivered by men noted for their ability on these technical 
subjects. 
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LIQUIDATING DISTRIBUTIONS 


by Corporations 


Preceding Sale of Assets 


By WILLIAM M. EMERY - - - 


Attorney, 


McDermott, Will and Emery, Chicago 





Qu DISCUSSION may appropriately 
be commenced with two alternative tax 
computations. Let us assume that the 
stockholders of a corporation, as a group, 
wish to dispose of their investment. The 
value of the net assets*of the corporation 
is $150,000. The basis of these assets to the 
corporation is $50,000. The basis of the 
stock in the hands of the stockholders is 
also $50,000. 

If the corporation sells its assets, it will 
realize a profit of $100,000 and—the appli- 
cation of the tax rate on long-term capital 
gain being assumed—will become liable for 
a tax of $25,000. Deduction of this tax 
from the $150,000 sale proceeds leaves 
$125,000 for distribution to the stockhold- 
ers. Deduction of their basis of $50,000 for 
their stock leaves a profit of $75,000, which 
—the application of the capital gain rate 


again being assumed—results in a tax of. 


$18,750 to them. Deduction of this tax from 
the amount distributed to them leaves net 
proceeds of $106,250. The aggregate tax 
of the corporation and the stockholders is 
$43,750, or 4334 per cent of the $100,000 
appreciation in value of the corporate prop- 
erty. If the corporation is not entitled 
to the capital gain rate, the tax will be 
even greater. 

If, however, instead of selling its assets, 
the corporation conveys them to the stock- 
holders as a distribution in liquidation, and 
thereafter the stockholders proceed to sell 
them for cash, there is a different compu- 
tation. A corporation does not realize gain 
or loss by distributing assets to its stock- 
holders, so no corporate tax liability is 
involved.2. The stockholders, having re- 


1 Regulations 111, Section 29.22(a)-20. 
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ceived property worth $150,000 for stock 
having a cost of $50,000, have realized a 
profit of $100,000, and have thereby incurred 
a tax liability of $25,000.2 Since the assets 
then have a basis of $150,000 to the stock- 
holders, the stockholders can sell the assets 
for that amount without further profit or 
tax liability, and will be left with a net real- 
ization, after tax liabilities, of $125,000. 
Plainly, from the standpoint of the stock- 
holders, the second course of action is much 
the more advantageous. They wind up their 
transaction with $18,750 more cash in hand, 
the difference between aggregate tax rates 
of 4334 per cent and twenty-five per cent. 
Our problem is to consider when this more 
desirable alternative is available, and what 
existing or prospective conditions, limita- 
tions or qualifications may attach to it. 
The tax results of the second alternative 
are the same as if the stockholders were 
simply to sell their stock for $150,000 cash. 
But this more direct means is not always 
available. The prospective purchaser may 
be interested in only a part of the corporate 
assets, or there may be assets which the 
stockholders wish to retain for themselves. 
If the purchaser buys the stock, he acquires 
with it all the whole history of the corpo- 
ration, including unknown or undisclosed 
liabilities. If he immediately liquidates the 
corporation to acquire the assets, these lia- 
bilities follow the assets into his hands. It 
is possible for the stockholders of the selling 
corporation to enter into specific or broad 
guarantees against the existence of any such 
liabilities; but such agreements are quite 
often extremely difficult to draw, and even 
the best of such assurances leaves the pur- 


2 Code Sections 115(c), 117; Regulations 111, 
Section 29.111-1. 
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chaser in a somewhat poorer position than 
that of a bona fide purchaser free and clear 
of any liabilities incurred by the seller. An 
escrow of a portion of the sale proceeds for 
an extended period as further protection for 
the purchaser may also be required. 


Moreover, the purchaser may be subject- 
ing himself to some tax problems which he 
would not have to face if he were buying 
the assets. For instance, he wants to be 
assured that if he pays out $150,000 for the 
assets, those same assets will have, in his 
hands, a basis of $150,000 for computing 
depreciation and gain or loss on subsequent 
sales. There is good authority to the effect 
that one who buys corporate stock for the 
purpose of acquiring the assets, and carries 
out his intention by liquidating the corpora- 
tion and acquiring the assets as quickly as 
possible after he has acquired the stock, is 
entitled to have the transaction treated, from 
his standpoint, as a simple purchase of the 
assets. But if the purchaser is a corpora- 
tion, it acquires a subsidiary when it buys 
stock; and when it proceeds to liquidate that 
subsidiary, there is a transaction within at 
least the language of Section 112(b)(6) of 
the Internal Revenue Code, which would 
result in the assets’ retaining their old basis 
of $50,000. The decisions last referred to 
indicate that when one corporation pur- 
chases the stock of another for the specific 
purpose of acquiring its assets, the transac- 
tion is outside the scope and intention of 
Section 112. But these decisions relate to 
taxable years antedating the adoption of 
Section 112(b)(6); and while there is good 
ground to expect that they will be followed 
in cases arising under Section 112(b)(6), 
we would feel more comfortable if this 
doctrine rested upon actual decisions rather 
than upon mere expectations. 


For present purposes, therefore, we as- 
sume that the purchaser is unwilling to buy 
stock and is willing to consider only a pur- 
chase of the corporation’s assets. 


Court Holding Company Case 

Since the assets are owned by the corpo- 
ration, it is likely that negotiations for their 
sale will first be carried on by officers of 








Commissioner v. Court Holding Company. 
The taxpayer-corporation made an oral 
agreement to sell an apartment building, its 
only asset; but upon last-minute advice of 
counsel, who pointed out the potential 
double taxation, the corporation notified the 
purchasers that it could not consummate 
the sale. On the same day, the property 
was distributed in complete liquidation to 
the two stockholders. Three days later they 
entered into a contract to sell to the same 
purchasers, on substantially the. original 
terms, which contract was duly performed. 
The Tax Court held that this sale was to 
be attributed to the corporation, which was 
taxable upon the profit therefrom. The Fifth 
Circuit Court of Appeals reversed, holding 
that the oral agreement made by the cor- 
poration was not enforceable under the state 
law, that the parties had the right to arrange 
their transaction in any way they saw fit, 
and that they were entitled to have the sale 
treated as made by the stockholders and 
not by the corporation. But in turn the 
Supreme Court reversed the Circuit Court 
and sustained the Tax Court, holding that 
the corporation shduld be deemed to have 
made the sale and to be taxable on the 
profit therefrom. 


While Court Holding Company is commonly 
considered the leading case on this subject, 
and the power of the Commissioner to at- 
tribute to a corporation sales which were 
in fact made by its stockholders is com- 
monly referred to as the Court Holding 
Company doctrine, the same result was 
reached in earlier cases,*> and a number of 
subsequent decisions have dealt with similar 
issues. The decisions sustaining tax against - 
the corporation may be explained or ration- 
alized upon several grounds. One is that 


‘the corporation has made an agreement to 


sell its property and the stockholders are 
simply carrying out that agreement as its 
agents, its trustees in liquidation, or in some 
comparable representative capacity. The 
stockholders may be considered as a mere 
conduit for transfer of title in furtherance 
of the corporation’s commitment. It is said 
that departures from a so-called normal 
course of business should not be recognized. 
But there is one other ground of explanation 
which here, as in other fields of tax law, 





the corporation. That was the situation in transcends mere logic and precedent. That 
~ 3Commissioner v. Ashland Oil & Refining 445-1 ustc 79215, 324 U. S. 331: rev’g 44-2 
Company, 38-2 vustc 9580, 99 F. (2d) 588 ustc § 9404, 143 F. (2d) 823, rev’g CCH Dec. 
(CCA-6), rev’g CCH Dec. 8993, 32 BTA 777, 13,412, 3 TC Sai. 


cert. den. 306 U. S. 661: Koppers Coal Company, 
CCH Dec. 15,179, 6 TC 1209 (1946): Prairie Oil 
& Gas Company v. Motter, 3 ustc § 1142, 66 F. 
(2d) 309; Illinois Water Service Company, CCH 
Dec. 13,637, 2 TC 1200 (1943); Whittel &€ Com- 
pany, CCH Dec. 9485, 34 BTA 1070 (1936). 
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5 Decisions sustaining the corporate tax in- 
clude Meurer Steel Barrel Company, Inc. v. 
Commissioner, 44-2 ustc { 9423, 144 F. (2d) 282, 
cert. den. 324 U. S. 860, 325 U. S. 892; Trippett 
v. Commissioner, 41-1 ustc { 9365, 118 F. (2d) 
764, cert. den. 314 U. S. 644; Embry Realty 
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is that the result is reached for the purpose 
of preventing “tax avoidance.” 


Tax-Avoidance Theory 


To me, the view that we are dealing with 
tax avoidance is subject to challenge. The 
stockholders who obtain the corporate as- 
sets in liquidation and then sell them are 
attempting to reach only the same tax result 
which would follow if they sold their stock 
in the corporation. They are the ones who 
bear the burden of any tax levied against 
the corporation. The stock is but a symboi 
for the underlying assets. Should their tax 
liability be greatly increased merely because, 
instead of selling the stock directly, they 
first exchange the stock for the assets and 
then sell the assets? The ultimate fact is 
that the stockholders are making a final 
disposition of their investment. It does not 
seem fitting to me that the mechanics or 
detailed procedures by which they do so 
should make so great a difference in their 
tax liability. But granting that detailed pro- 
cedures often do make a difference in tax 
liability, I say further that when the parties 
have chosen and followed a specific proce- 
dure, there is no warrant for treating them 
as if they had taken the more costly route, 
or for distorting or disregarding long-estab- 
lished, clear-cut and sound doctrines of 
agency law to reach that result. Preven- 
tion of double taxation does not seem to 
me to be true tax avoidance. 

Unfortunately, however, the opposite 
view has widespread, if not unanimous, 
acceptance in the courts. There is a sub- 
stantial body of judicial opinion that the 
stockholders have elected to make use of a 





Company v. Glenn, 41-1 ustc 79146, 116 F. 
(2d) 682; Chilhowee Mills, Inc., CCH Dec. 
14,312, 4 TC 558, rev’d 45-2 ustc {| 9462, 152 F. 
(2d) 137; First National Bank of Greeley, 37-1 
ustc § 9014, 86 F. (2d) 938; Tazewell Electric 
Light & Power Company v. Strother, 36-2 ustc 
7 9351, 84 F. (2d) 327; Steinberger v. U. S8., 
36-1 ustc f 9137, 81 F. (2d) 1008; Liberty Service 
Corporation v. Commissioner, 35-1 ustc {| 9257, 
77 F. (2d) 94; Boggs-Burnam & Company, CCH 
Dec. 7734, 26 BTA 988, aff’d per curiam 71 F. 
(2d) 999; Nibley-Mimnaugh Lumber Company, 
CCH Dec. 7733, 26 BTA 978, rev’d on related 
issue 4 ustc { 1254, 70 F. (2d) 843: Nace Realty 
Company, CCH Dec. 8122, 28 BTA 467, aff'd 
per curiam (CCA-6, 1935); S. A. MacQueen Com- 
pany v. Commissioner, 3 ustc J 1198, 67 F. (2d) 
857: Northwest Utilities Securities Corporation 
v. Helvering, 1933 CCH { 9567, 67 F. (2d) 619, 
cert. den. 291 U. S. 684; Hellebush v. Commis- 
sioner, 3 ustc { 1136, 65 F. (2d) 902; Burnet v. 
Lexington Ice & Coal Company, 3 ustc { 1036, 
62 F. (2d) 906; Taylor Oil &€ Gas Company v. 
Commissioner, 2 ustc { 680, 47 F. (2d) 108, 
cert. den. 283 U. S. 862; Will T. Caswell, CCH 
Dec. 9799, 36 BTA 816; Hattie W. Mackay, CCH 
Dec. 8419, 29 BTA 1090; Paraffine Oil Company, 
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corporation and should be held to their choice 
to the bitter end; hence, no potential profits 
in the corporation ought to go untaxed if 
there is any pretext upon which they can be 
reached. As we have to face this view and 
live with it, we must consider the states of 
fact to which it has been applied. 

The Court Holding Company case was an 
attractive subject of litigation from the gov- 
ernment’s viewpoint. Negotiations had been 
commenced in the name of the corporation, 
and they had been carried to the point of a 
definite oral agreement. While practical 
experience has demonstrated to all of us 
that there is a wide gap between an execu- 
tory agreement and an executed agreement, 
the government could point to the further 
fact that the agreement made and _ per- 
formed by the stockholders was indistin- 
guishable from the prior agreement made 
by the corporation. 


Variations of Situation 


Subsequent decisions in the lower courts 
have been concerned with the extent to 
which the facts may fall short of this ex- 
treme situation and still be subject to the 
Court Holding Company doctrine. Suppose 
that there have been negotiations in the 
name of the corporation, and that the parties 
are near to an understanding but have still 
to agree upon important details. Suppose 
that the negotiations have fallen short of 
any understanding. Suppose that negotia- 
tions have been carried on with several 
prospective purchasers. Suppose that a 
decision has been made to throw the corpo- 
ration into a state of liquidation and that 
the liauidation has been commenced but 





CCH Dec. 8081, 28 BTA 207: James Duggan, 
CCH Dec. 5725, 18 BTA 608. See also Whitney 
Realty Company, Ltd. v. Commissioner, 35-2 
ustc { 9659, 80 F. (2d) 429, cert. den. 298 U. S. 
668; Mrs. Grant Smith, CCH Dec. T7768, 26 
BTA 1178. 

Corporate tax liability was rejected in George 
T, Williams, CCH Dec. 13,988, 3 TC 1002; 
Commissioner v. Falcon Company, 42-1 ustc 
{ 9403, 127 F. (2d) 277; Novo Trading Corpora- 
tion v. Commissioner, 40-2 ustc J 9589, 113 F. 
(2d) 320; Iowa Bridge Company v. Commis- 
sioner, 2 ustc 7 479, 39 F. (2d) 777: George S. 
Towne, CCH Dec. 9531, 35 BTA 141 (corpora- 
tion taxed on another transaction); Conserva- 
tive Gas ‘Company, CCH Dec. 8537, 30 BTA 552; 
Fruit Belt Telephone Company, CCH Dec. 6749, 
22 BTA 440; Robert Jemison, Jr., CCH Dee. 
1259, 3 BTA 780; Harbor Holding Company of 
Nevada, CCH Dec. 12,882-C, 1 TCM 59. See 
also Chisholm v. Commissioner, 35-2 ustc {| 9493, 
79 F. (2d) 14, cert. den. 296 U. S. 641. 

Much of this litigation concerned the treat- 
ment of agents or trustees as representatives of 
the corporation, as well as the status of sale 
agreements or negotiations at the time of 
distribution of the assets. 
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not completed before the 
are commenced. 


It is not my purpose to discuss in detail 
the court decisions dealing with factual 
variations of this sort. In general, it may 
be said that here, as in so many fields of 
tax law, the opinions seem decidedly impres- 
sionistic and are frequently difficult to 
reconcile. I dare say that some decision 
or dictum can be found to justify drawing 
the line between any of the situations just 
noted. However, we are concerned here 
primarily with the planning of future trans- 
actions, which will be subjected to the test 
of a revenue agent’s examination some years 
hence. For that purpose, past litigation is 
a guide to be followed only with great cau- 
tion. Existing tax decisions are not as 
markers of unyielding granite, but are as 
trees swaying in varying degree with the 
shifting winds of current thought. I do 
not believe that a competent practitioner, 
faced with a specific fact situation, will wish 
to accept generalizations of past or current 
decisions by myself or any other commen- 
tator; he will wish to study these guides 
for himself. 


negotiations 


Precautions 


The main objective in such tax planning 
is, of course, to skirt the areas of danger 
so far as may be feasible under the circum- 
stances at hand. From that point of view, 
one may generalize with some reliability. 
If possible, any negotiations for sale of the 
assets by anyone should be completely de- 
ferred until the corporation has been liq- 
uidated or even legally dissolved. If the 
stockholders operate the property for a sub- 
stantial period after receiving it in liquida- 
tion and before negotiating for any sale, so 
much the better. If negotiations must be 
commenced earlier, it is best that they be 
conducted by someone who is not a corpo- 
rate officer, a likely target for the assertion 
that he is acting on behalf of the corporation. 
The authority of the negotiator—more par- 
ticularly the principals for whom he is 
acting—should be clearly defined. Ambigui- 
ties in this respect are likely to be resolved 
against the taxpayer. There is no sure path 


® Corporate tax liability was sustained in 
Wichita Terminal Elevator Company v. Com- 
missioner, 47-1 ustc { 9253, 162 F. (2d) 513 
(CCA-10), aff'g CCH Dec. 15,171, 6 TC 1158; 
Commissioner v. Transport Trading & Terminal 
Corporation, 49-2 ustc {| 9337 (CA-2), rev’'g CCH 
Dec. 15,988, 9 TC 247: Borall Corporation v. 
Commissioner, 48-1 ustc { 9262, 167 F. (2d) 865 
(CCA-2). 

Corporate tax liability was rejected in U. 8. 
v. Cummins Distilleries Corporation, 48-1 ustc 
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of safety. But in tax planning safety is a 
relative term; the further a particular 
situation is removed from the facts of the 
Court Holding Company case, the more likely 
will be the desired tax objective reached. 


Regardless of when and by whom nego- 
tiations for the sale of the assets are com- 
menced, it is essential that there be a 
complete legal transfer of the assets from 
the corporation to the stockholders. Other- 
wise there has been no distribution of assets 
to the stockholders, the corporation is the 
transferor of the assets to the ultimate pur- 
chaser and, by the familiar doctrine of con- 
structive receipt, the corporation will be 
deemed to have received or have the right 
to receive the consideration for the sale and 
so will be taxable thereon, with the stock- 
holders being deemed to receive the pro- 
ceeds of a sale rather than the assets 
themselves for the corporation. 


Danger in Partial Liquidation 


Preferably, the distribution of assets from 
the corporation to the stockholders should 
be made as a part of a complete liquidation 
of the corporation. Technically, distribution 
of the assets in a partial liquidation, with 
the corporation continuing in a limited busi- 
ness operation, could produce the same 
result as a distribution in complete liquida- 
tion. But almost every partial liquidation 
presents some danger of having the distribu- 
tion taxed as an ordinary dividend under the 
broad and rather vague terms of Section 
115(g). Surtax rates being what they are, 
this is a hazard that an individual stock- 
holder can seldom dare to assume. Even 
if the corporation has no current or previ- 
ously accumulated earnings and profits im- 
mediately preceding the distribution, the 
profit from the ultimate sale which may be 
attributed to the corporation must be taken 
into account. 


Even if the stockholders receiving the 
distribution of assets are themselves corpo- 
rations, so that surtax rates are not such a 
problem and the assets may even be dis- 
tributed as an ordinary dividend, there are 
psychological advantages in a complete liq- 
uidation. It is much easier for a court to 


7 9176, 166 F. (2d) 17 (CCA-6), aff’g Louisville 
Trust Company v. Glenn, 46-1 ustc J 9233, 65 F. 
Supp. 193 (DC Ky.); Baum v. Dallman, 48-1 
ustc f 9190, 76 F. Supp. 410 (DC IIl.); Acampo 
Winery € Distilleries, Inc., CCH Dec. 15,345, 
7 TC 629 (1946); J. T. 8. Brown’s Son Company, 
CCH Dec. 16,388, 10 TC 840 (1948), acq. 1948-2 
CB 1; Ripy Brothers Distillers, Inc., CCH Dec. 
15,589, 11 TC 326 (1948). 
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attribute a subsequent sale of these assets 
to a corporation which is still in existence 
and in active business than to a corporation 
which has lost its legal life and is defunct. 


Accomplishing a complete transfer of the 
assets from the corporation to its stock- 
holders before the ultimate sale of these 
assets by the stockholders may often present 
difficult practical problems, These are not 
so likely to occur where there is only one 
stockholder, or a small, closely knit group 
of stockholders who can be counted upon 
to act as a unit without the necessity of 
formal agency or other agreements com- 
pelling them in advance to do so. But if 
there is a larger group, acute difficulties may 
attend a complete transfer of an undivided 
interest in the corporate assets to each 
stockholder. 


If real estate is involved, title and record- 
ing problems may be cumbersome. If any 
stockholders are minors, or if any of the 
stock is held by the estate of a decedent or 
an incompetent person, these practical diffi- 
culties may be insuperable. The possibility 
that a stockholder may die between the time 
when an undivided interest in the assets is 
vested in him and the time when a contract 
of sale or conveyance to the ultimate pur- 
chaser must be made cannot be overlooked. 
The nature of the assets themselves may 
present additional practical problems. If 
an apartment building is involved, such 
business activity as is required can probably 
be conducted by the building manager. It 
is quite a different story for an active manu- 
facturing business that must be conducted 
by the stockholders in some manner be- 
tween the time they receive distribution 
from the corporation and the time they 
make the ultimate sale. 


Stockholders’ Representative 


In an effort to meet practical difficulties 
of this sort, it has been quite common to 
resort to a representative to hold and oper- 
ate the assets for the stockholders pending 
the sale. Here’again there are important 
precautions to be observed. The greatest 
of care must be taken to insure that the 
representative is appointed by the stock- 
holders, not by the corporation. The courts 
are quite familiar with the ‘practice of ap- 
pointing liquidating trustees to act on behalf 
of corporations in liquidation, and generally 
treat them as mere continuations of the cor- 
poration itself. Hence, any sales by such 
trustees will be deemed to be sales by the 
corporation, not by the stockholders. Here 
again, if there is any ambiguity with respect 
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to who appointed the representatives and 
for whom they act, it is likely to be re- 
solved against the taxpayer. Much of the 
litigation preceding the Court Holding Com- 
pany decision concerned questions of this 
sort; and in some of the subsequent litiga- 
tion, particularly where sale negotiations 
were commenced before distribution of the 
property by the corporation in liquidation, 
decisions against the taxpayer have been 
pitched upon the ground that representatives 
appointed by or on behalf of the stockhold- 
ers are to be deemed liquidating trustees 
acting for the corporation. 


The representative appointed by the 
stockholders to act for them as a group 
might be either an agent or a trustee. If 
the practical situation permits, the agency 
relationship is generally safer from the view- 
point of our present tax problem. A trus- 
tee, unlike an agent, is a recognized taxable 
entity under the income tax law, and it may 
be somewhat easier for the courts to find 
such an entity a continuation of the corpo- 
rate existence than if the representative is a 
mere agent. Moreover, there is always the 
possibility that a trust will be classified as 
an association taxable as a corporation. 
This possibility is particularly serious if the 
trustee must engage in active business oper- 
ation during the interim period between the 
distribution in liquidation by the corporation 
and the subsequent sale of the assets by the 
trustee for the stockholders. This interpre- 
tation is much more remote if the stock- 
holders have merely appointed an agent, 
subject to the usual powers of revocation 
accompanying such an appointment. The 
creation of separate agencies by different 
groups of stockholders may even be desirable. 


Where there are numerous stockholders, 
or where the stockholders constitute a dis- 
organized group, a virtually insoluble di- 
lemma may be presented. On the one hand, 
if the corporation attempts to name an agent 
or trustee for them, it is likely that it will 
be held merely to have appointed liquidating 
trustees to act for the corporation. Hence, 
any sale of assets by the agent or trustee 
so appointed is likely to be attributed to 
the corporation even though it has gone 
through the motions of making a distribu- 
tion of assets in liquidation. On the other 
hand, it may be impossible to round up all 
the stockholders to join in one or more in- 
struments directly appointing their agent 
or trustee; and a distribution of assets to a 
representative by only some of the stock- 
holders may so becloud the title to the 
property that the prospective sale cannot 
be consummated. 
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Cummins Distillery Case 


In the Cummins Distillery Corporation case," 
a group of stockholders solved this dilemma 
in a bold fashion. The liquidating corpora- 
tion had available for sale or distribution 
large quantities of whiskey represented by 
warehouse receipts. About eighty per cent 
of the stockholders appointed an agent for 
themselves and attempted to do so for the 
nonjoining stockholders. They induced the 
corporation to distribute the warehouse re- 
ceipts to this agent, and agreed to indemnify 
the corporation against any claims from the 
minority group. They dealt in similar fash- 
ion with a bank which was a large creditor 
of the corporation, and with a broker who 
proceeded within a few days to sell all the 
warehouse receipts. In fact, no criticism 
came from the nonjoining stockholders, 
who, by acceptance of their share of the 
proceeds, were considered to have ratified 
the appointment of an agent on their behalf 
effective as of the date of the original ap- 
pointment. The courts held that the agency 
was a creature of the stockholders, not of 
the corporation, and that the corporation 
was taxable upon the profitable sale of the 
warehouse receipts. 


While a group of less than all the stock- 
holders engineered a successful transaction 
in the Cummins case, such stockholders 
assumed important hazards. Technically, 
they were usurpers, sharing pro rata in the 
profits if their program was successful but 
subject to attack by the minority if it was 
not successful. I dare say that in the 
majority of cases, the majority stockholders, 
faced with a silent and possibly dissident 
minority, would scarcely be willing to as- 
sume such risks, particularly where the 
interim operation of a going business is 
involved or where assets might fluctuate 
widely in value over a short period. 


Stockholders’ Sale of Assets 


Because of these purely practical prob- 


lems, or because of the unwillingness of 
some or all of the stockholders to dissolve 
the corporation without full assurance that 
the assets will be sold forthwith, it is some- 
times necessary to take another bold course. 





™ Supra, footnote 6. 

8 47-1 ustc {| 9281, 162 F. (2d) 319. . 

® 49-1 ustc {§ 9259, 83 F. Supp. 843. Contrast 
this court’s decision for the government in 
Guinness v. U. 8., 47-2 ustc J 9319, 73 F. Supp. 
119. Corporate tax was also sustained in Fair- 
field Steamship Corporation v. Commissioner, 
46-2 ustc { 9322, 157 F. (2d) 321 (CCA-2), aff’g 
CCH Dec. 14,699, 5 TC 566, cert. den. 329 U. S. 
774; Kaufmann v. Commissioner, 49-1 vustc 
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That is, the stockholders may make an 
agreement to sell some or all of the corpo- 
rate assets, which agreement they expect 
to perform by liquidating the corporation, 
obtaining title to the assets and instantane- 
ously conveying them to the purchaser. 
Such transactions may well result from 
negotiations which commenced with pro- 
posals to sell the stock, not the assets. 


If it is clear that the stockholders have 
acted throughout for themselves, not on 
behalf of the corporation, so that represent- 
ation of the corneration cannot be inferred 
from the acts or conduct of the negotiators, 
such cases should fall outside the Court 
Holding Company doctrine. It is impossible 
to say, on any factual ground, that negotia- 
tions have been conducted on behalf of the 
corporation. If it is to be taxed in such 
case, it must be by judicial force and arms, 
by finding an agency relationship where in 
fact none existed or upon the ground— 
apparent, if unspoken—that because tax 
avoidance is involved, the stockholders will 
simply not be permitted to negotiate and 
arrange for the sale of assets while such 
assets are still in the hands of the corpora- 
tion without having the profits of the ulti- 
mate sale attributed to the corporation. 


Howell and Cumberland Cases 


The Tax Court has, in fact, asserted a 
tax against the corporation in cases of this 
sort. It was overruled by the Fifth Circuit 
Court of Appeals in Howell Turpentine Com- 
pany v. Commissioner’ the appellate court 
stating flatly that the stockholders had a 
perfect legal and moral right to arrange for - 
the sale of corporate assets in anticipation 
of performance of their sale agreement by 
acquiring the assets from the corporation in 
a liquidation distribution, and to minimize 
their tax liability in this way, without having 
their acts involuntarily attributed to the 
corporation. A_ similar conclusion was 
reached by the Court of Claims on May 2, 
1949, in Cumberland Public Service Company 
v. U. S® The government did not carry 
the Howell case further. But it did request | 
certiorari in the Cumberland case,:and the 
Supreme Court granted certiorari on Octo- 
ber 17, 1949. 


9268, 175 F. (2d) 28 (CCA-3), aff’g CCH Dec. 
16,608, 11 TC 483. The taxpayer was sustained 
in Cooper Foundation, CCH Dec. 15,281, 7 TC 
389 (1946), where a minority stockholder engi- 
neered the transaction, and in Steubenville 
Bridge Company, CCH Dec. 16,680, 11 TC 789 
(1949), where the assets were acquired in liqui- 
dation and sold by a syndicate which purchased 
the stock from the original owners. 
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Hence, before conclusion of the Supreme 
Court’s present term next June, we may 
expect a new pronouncement upon this sub- 
ject, which may have far-reaching import. 
In view of the Supreme Court’s past record 
on tax problems, a prediction of the position 
it will take in this case requires more clair- 
voyance than logic—and I will not attempt 
it. Logic seems to me to favor the tax- 
payer’s contentions, but I am mindful that 
the language of these two decisions is remi- 
nicent of the Fifth Circuit Court’s statement 
in the Court Holding Company case, which was 
overruled by the Supreme Court; that the 
Supreme Court has already indicated in that 
case that it considers tax avoidance is in- 
volved; and that in a decision on another 
tax subject .earlier this year, the Court 
frankly recognized that a doctrine of tax 
law can and will be predicated solely upon 
the ground of preventing tax avoidance.” 

The imminence of a new statement from 
the Supreme Court on the Court Holding 
Company problem is a further reason for 
not relying too strongly upon the precedents 
issued to date. We may also note the obvi- 
ous precaution that any transactions which 
may involve the Court Holding Company 
problem should be approached with great 
care pending the decision to be rendered in 
the Cumberland case. 


Proposed Legislation 


While we are looking to the future, we 
may briefly consider the prospects of legis- 
lation. This problem was given active 
attention in 1947 and 1948. Widely varying 
solutions were proposed. The Treasury 
Department, as might be expected, proposed 
an extension of the Court Holding Company 
doctrine, so that the double tax would be 
imposed even though there had been no 
prior agreement or even negotiations for 
sale of the assets before the liquidation 
distribution. But the Committee on Ways 
and Means, adopting the views of the Magill 
special committee, took the opposite ap- 
proach. It recommended legislation pro- 
viding that no gain or loss should be 
recognized upon a sale or exchange of the 
corporation’s property, regardless of how or 
by whom negotiated, if the corporation had 
previously adopted a formal written plan 
of complete liquidation, had given notice 


thereof to the Commissioner and had con- 
summated the plan within a year after its 
adoption, except for amounts reserved for 
unascertained or contingent liabilities or 
expenses.” 


This provision was included as Section 
129 of H. R. 6712, the proposed “Revenue 
Revision Act of 1948.” This bill, it will be 
recalled, was adopted by the House of Rep- 
resentatives but reached the Senate too late 
for further action, and so died upon the 
adjournment of Congress in the fall of 1948. 
Shortly thereafter, the election of a new 
Congress of somewhat different political 
complexion added further complications to 
the problems of prophesying what legisla- 
tion, if any, will ultimately be adopted on 
this subject. 


For some years now we have entertained 
high annual expectations of a widespread 
revision of the Internal Revenue Code. In- 
deed, so many such problems are under 
consideration that the magnitude of the task 
of writing all the provisions under consider- 
ation and securing agreement thereon is a 
major obstacle to the enactment of such 
legislation. Still entertaining the expecta- 
tion that this task will not be postponed 
indefinitely, I venture to predict that within 
the next one or two years such a revision 
bill will be enacted, that it will include an 
attempted legislative solution of our present 
problem, and that there is at least a fair 
chance that the solution adopted by the 
Ways and Means Committee last year will 
be the one to be accepted. 


Despite the hazards of presale liquida- 
tions, many stockholders in the future will, 
like those in the past, conclude that they 
have not a great deal to lose by following 
this route. Even if unsuccessful, they will 
end.up with no greater over-all tax liability 
than if the corporation had sold the assets 
in the first place, and will be out of pocket 
only the expense of the controversy and 
interest on the tax deficiency, both of which 
are presently deductible from ordinary in- 
come. As their representatives, we shall 
continue to take every reasonable and prac- 
tically feasible precaution to avoid the im- 
pact of the Court Holding Company doctrine. 
But we must also recognize the possibility 
of failure, and take what precautions we can 
against that outcome. 





0 ‘*We conclude from the cases that the 
Sansome rule is grounded not on a theory of 
continuity of corporate enterprise but on the 
necessity to prevent escape of earnings and 
profits from taxation.’’ Commissioner v. Phipps, 
49-1 ustc 7 9204, 336 U.S. 410. 
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11 Report of the Special Tax Study Committee 
to the Committee on Ways and Means, Novem- 
ber 4, 1947; Ways and Means Committee Report 
to accompany H. R. 6712, Report No. 2087, 80th 
Congress, 2d Session. 
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Security Devices 


If a tax is sustained against the corpora- 
tion, in most cases the corporation will have 
been dissolved and transferee liability of 
the stockholders will be involved.” They 
will ordinarily expect each to bear his pro 
rata share of this liability. But the govern- 
ment does not have to proceed against all 
the possible transferees. It can collect from 
any single transferee the entire corporate 
tax liability up to the amount of cash or 
assets distributed to that transferee. The 
government may well pursue only enough 
of the transferees to insure collection, and 
leave it to these individuals to enforce con- 
tribution from the other stockholders. But 
by that time, some of the others may have 
disappeared or be of dubious financial re- 
sponsibility. Hence, some security device is 
frequently indicated—e.g., retention of a 
portion of the sale proceeds in escrow, or 
in the hands of an agent or trustee for 
the group, to cover the liability if it 
should materialize. 


These security arrangements involve a 
psychological detriment, since the revenue 
agent will probably know of the existence 
of the security fund and may be rendered 
the more zealous thereby. Also, the fund 
may have to be held for a considerable 
period if complete protection is to be as- 
sured. The ordinary three-year period for 
assessment against the corporation will be 
extended to five years where the profit from 
the sale exceeds twenty-five per cent of the 
gross income stated in the corporation’s 
return.” In addition, the government has 
an additional one-year period against trans- 
ferees of the corporation. Hence the fund 
may have to be held intact for at least six 
years and two and one-half months after 
the close of the taxable year in which the 
sale occurs. The interest that would accrue 
upon a tax deficiency during this period 
should also be taken into account in fixing 
the amount of the security fund. Some of 
the stockholders may well be irked at the 
thought of having their share of this idle 
money left so long beyond their reach, and 
it is likely that the ones who are most in- 
sistent upon an earlier distribution are the 
very ones against whom the others most 
desire protection. 


122 Alternative transferee liability might be 
asserted against the purchaser on the theory 
that he is guilty of constructive fraud against 
corporate creditors, including the government 
with its tax claim, by paying the purchase price 
to the stockholders rather than to the corpora- 
tion which is deemed to have made the sale. 
Cf. Shepard v. Commissioner, 39-1 ustc { 9248, 


1064 








Adjustment of Stockholders’ Liability 


If a tax is imposed against the corporation 
and paid by the stockholders, the stock- 
holders are entitled to an adjustment of their 
own direct tax liability, since they will pre- 
viously have reported capital gain from the 
distribution in liquidation without regard to 
this additional corporate liability which 
must now be taken into account. There 
are two ways in which this adjustment may 
be accomplished, and decisions supporting 
both methods. First, there may be simply a 
recomputation of the stockholders’ profit on 
the liquidation distribution, with a tax re- 
fund for the year in which the distribution 
or the final distributions were received. In 
such case the refund will amount to twenty- 
five per cent of the corporate tax liability, 
with the interest thereon representing an 
ordinary income tax deduction. This 
method seems indicated when the stock- 
holders have expressly assumed liability for 
corporate debts. Under the second alter- 
native the computation of profit on the liq- 
uidation distribution is not to be disturbed, 
and the transferee liability represents a loss 
deductible from ordinary income in the tax- 
able year in which the transferee liability 
is paid. The theory here is that the stock- 
holders have received the gross distribution 
in liquidation under a claim of right; and if 
later they are forced to satisfy some corpo- 
rate liability, that is a separate transaction 
to be accounted for in the year in which it 
occurs. The line of division between these 
two methods is not too well defined, and 
we may do well to protect, the stockhold- 
ers by alternative claims on both theories - 
of adjustment. 


Stock Sale Cases 


Our discussion has proceeded upon the 
assumption that if the stockholders are able 
to sell their stock rather than the corporate 
assets, the whole problem with which we 
are dealing will be avoided. The govern- 
ment would like to overthrow that assump- 
tion. It attempted to do so in J. T. S. 
Brown’s Son Company.* Brown and _ his 
wife, owning most of the corporate stock, 
sold it to one Favret, who proceeded to pick 
up the few outstanding minority shares, 


101 F. (2d) 595 (CCA-7); cert. den. 307 U. S. 
639, 308 U. S. 632. 

13. Code Section 275(c). The five-year period 
is not curtailed by a request for prompt assess- 
ment of the taxes of the corporation in liquida- 
tion. Meurer Steel Barrel Company, Inc. v. 
Commissioner, supra, footnote 5. 

144 Supra, footnote 6. 
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liquidate the corporation and sell its assets. 
This sale was quickly accomplished. The 
Commissioner, striking in all directions, 
asserted that the corporation realized a 
profit when it distributed these assets in 
liquidation in 1942, and also realized the 
same profit when Favret sold the warehouse 
receipts in 1943. Both the Browns and 
Favret, the Commissioner further asserted, 
were liable as transferees for these corpo- 
rate taxes. The court expunged the cor- 
porate tax liability on both grounds. There 
remained a small tax deficiency on other 
issues. The court held squarely that Brown 
had sold stock, not assets, and so could not 
be considered a transferee of the corpora- 
tion. Favret, however, was held liable for 
this small tax deficiency. 

Steubenville Bridge Company™ involved a 
comparable situation and was decided in 
the same way. In Armored Tank Corpora- 
tion,* the purchaser bought stock of the 
corporation in order to dispose of damage 


158 Supra, footnote 9. 
16 CCH Dec. 16,633, 11 TC 644. 
17 Elgin Building Corporation, CCH Dec. 


By WILLIAM A. McSWAIN - - 


N MOST CASES the sale or exchange 

of property results in the realization of 
a gain or loss. Consequently, the Internal 
Revenue Code provides that upon the sale 
or exchange of property, the entire amount 
of the gain or loss shall be recognized unless 
expressly exenipted by the provisions of 
Section 112 (b). Among the exempted ex- 
changes is an exchange in connection with 
recapitalization. Section 112 (b) (3) provides: 


“No gain or loss is recognized if stock or 
securities in a corporation a party to a reor- 
ganization are, pursuant to the plan of reor- 
ganization, exchanged solely for stock or 
securities in such corporation or in another 
corporation a party to the reorganization.” 
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claims being asserted by the corporation against 


RECAPITALIZATIONS 









the purchaser, other assets of the corpora- 
tion having first been transferred to a newly 
created corporation whose stock was ac- 
quired and retained by the old stockholders. 
Again the court refused to impose a tax on 
the corporation. 

These and other decisions to the same 
effect” show that while sales of stock fol- 
lowed by an early liquidation of the corpo- 
ration by a purchaser who is primarily 
interested in'the corporate assets may con- 
tinue to produce tax controversy, the Tax 
Court is not yet ready to extend the Court 
Holding Company doctrine to such cases. 
We may tentatively conclude that the gov- 
ernment’s prospects of persuading the courts 
to do so are not too bright. 

However, the Commissioner has appealed 
from such a decision in Dallas Downtown 
Development Company,* and it is possible 
that there may be unexpected developments 
in these stock sale cases. [The End] 


16,831(M), 8 TCM 114. 
18 CCH Dec. 16,777, 12 TC 114. 





- - - * + + + + Attorney, 
Eckhart, Klein, McSwain & Campbell, Chicago 





Hence, for a recapitalization to be tax free, 
there must be (a) an exchange of stock or 
securities in a corporation for stock or se- 
curities in such corporation, (b) pursuant 
to a plan of reorganization as defined by 
Section 112 (g). 


Section 112 (g) enumerates the types of 
transactions which shall be deemed a reor- 
ganization, one of which is defined as a “re- 
capitalization.” 

Although hereafter most of the discussion 
will relate to the question of what consti- 
tutes a recapitalization within the meaning 
of “reorganization” as defined by Section 
112 (g), the event which determines taxa- 
bility or nontaxability is the exchange, under 
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Section 112 (b) (3), “of stock or securities 
tor stock or securities.” 

Any approach to the subject of tax-free 
recapitalization exchanges must be made 
with the full consciousness of the general 
rule that all exchanges are taxable unless 
expressly exempted; that Congress intended 
to defer taxation only in those instances in 
which the exchange of stock or securities 
for stock or securities pursuant to a plan of 
reorganization is of such a nature as to consti- 
tute no actual realization of income. Congress 
recognized that many business transactions 
are of such a transitional nature that to im- 
pose taxation at an intermediate stage not 
only would be unrealistic but would work 
hardship in many cases by requiring the 
payment of tax when the taxpayer had re- 
ceived nothing substantially different from 
what he had before the exchange. It clearly 
was not the purpose of Congress to defer 
taxability with respect to transfers which 
are the equivalent of sales. It is equally clear 
that it was not the intention of Congress 
to defer taxation with respect to recapital- 
izations designed for no other purpose than 
to transfer accumulated earnings and profits 
from the corporation to the shareholders. 

The highly articulated provisions of the 
statute were designed to guide the taxpayers 
and the courts through the twilight zone 
between exchanges giving rise to realization 
of income, on the one hand, and mere changes 
in the form of ownership, on the other hand. 

The courts have been presented with the 
difficult task of carrying out the Congres- 
sional intent through the application of the 
statutory language to an infinite variety of 
business transactions. In an effort to syn- 
chronize the statutory construction of the 
reorganization sections with their general 
underlying purpose, the courts evolved cer- 
tain judicial requirements or tests which 
have become as much a part of the law of 
tax-free reorganizations as if expressly re- 
cited in the statute. One of these is the 
requirement of continuity of interest. An- 
other is the requirement of business purpose. 
A third, which has only recently appeared 
on the horizon, is the “effect” test. 


Continuity of Interest 


The “continuity-of-interest rule” was first 
promulgated in Pinellas Ice & Cold Storage 
Company v. Commissioner," where two com- 
panies transferred to another corporation 
all of their assets in exchange for $400,000 
cash and one million dollars in short-term 


13 ustc {| 1023, 287 U. S. 462. 
2 36-1 ustc {J 9016, 296 U. S. 391. 
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notes. The Supreme Court held that these 
short-term notes were not “securities” with- 
in the meaning of Section 112 (b) (3), 
but were the equivalent of cash. The 
Court held that to be within the reor- 
ganization exemption, the transferor “must 
acquire an interest in the affairs of the 
purchasing company more definite than 
that incident to the ownership of short-term 
purchase notes.” Later, the Supreme Court, 
in Helvering v. Watts, held that eight-year 
mortgage bonds were “securities.” There- 
after lower courts, in an effort to thwart 
sales couched in the form of reorganizations 
or to uphold tax-free reorganizations in 
proper cases, pivoted between these positions 
on the question of what constitutes a “se- 
curity” within the meaning of Section 112 
(b) (3). Finally, in LeTulle v. Scofield; the 
Supreme Court abandoned the attempt to 
rationalize between short-term and long- 
term bonds for the purpose of determining 
what is a “security” within the meaning of 
Section 112 (b) (3), and adopted the more 
realistic approach of determining what is a 
“security” within the meaning and intent of 
the reorganization definition in Section 112 (g). 

Parenthetically it should be stated that an 
initial approach in this direction at the out- 
set would have avoided some strange con- 
clusions as to what constitutes a “security.” 
The Court in the LeTulle case said: 

“We are of the opinion that the term of the 
obligation is not material. Where the con- 
sideration is wholly in the transferee’s bonds, 
or part cash and part such bonds, we think 
it cannot be said that the transferor retains 
any proprietary interest in the enterprise.” 

Consequently, what may be a “security” - 
for the purposes of Section 112 (b) (3) 
may not be a “security” within the meaning 
of “reorganization” under Section 112 (g). 
Regardless of what may be a “security” 
under Section 112 (b) (3) for the purpose 
of determining what is received tax free and 
what is boot under a tax-free reorganization, 
the LeTulle case makes it crystal clear that 
there can be no continuity of interest under 
Section 112 (g) unless an equity owner con- 
tinues to be an equity owner. A complete . 
shift from an equity position to a creditor 
position breaks the continuity which the Su- 
preme Court holds to be necessary. It is not 
believed that the LeTulle case requires an 
equity position where none existed before. 
It is not believed that it prohibits the re- 
placement of a part of the equity position 
by a creditor position. It does mean, how- 
ever, that an exchange of stock for bonds 


3 40-1 ustc ] 9150, 308 U. S. 415. 
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must be accompanied by sufficient equity 
to give a continuing interest if there is to 
be a reorganization within the meaning of 
Section 112 (g). 


Business Purpose 


The “business-purpose” requirement, first 
enunciated in Gregory v. Helvering; is 
to the effect that unless a plan of reor- 
ganization has a business or corporate 
purpose, the transaction is outside the plain 
intent of Section 112 (g). The difficulty is 
not so much in the statement of the rule 
as in its application. What is meant today 
by “business purpose” is impossible to 
say. One questionable feature of the busi- 
ness-purpose rule, however, has been re- 
cently resolved. This is the matter of 
whether there is a distinction between the 
purposes of the shareholder and the pur- 
poses of the corporation. This was one of 
the major issues in the Basley and Adams * 
cases; but the Supreme Court decided! the 
cases on another ground, to which reference 
presently shall be made. Since then, the Tax 
Court has repudiated the idea that a reor- 
ganization must have a corporate business 
purpose as distinguished from a shareholder 
business purpose. In the Lewis Estate ® case, 
Judge Arundell made the following state- 
ment, which was later approved by the Fifth 
Circuit: 

“In almost every instance, corporations 
are organized for the convenience of the 
stockholders in conducting business. Such is 
the purpose of their existence. To say that 
a corporation, as such, can have motives 
and purposes apart from its stockholders, 
the collective group of individuals who own 
it, is to indulge in metaphysical reasoning 
which has no proper place in such practical 
matters as taxation. And to say that what 
is advantageous to the stockholders collec- 
tively in the conduct of the enterprise is of 
no advantage to the corporation, is utterly 
unrealistic.” 


‘Effect’ Test 


This brings us to a consideration of the 
Adams and Baszley cases, decided by the Su- 
preme Court in June, 1947. Do these cases 
impose a third judicial requirement in the 
nature of an “effect” test? 

The Baszley case involved the recapitaliza- 
tion of a corporation having earned surplus 
of $800,000. The plan provided for an ex- 
4 35-1 ustc {J 9043, 293 U. S. 465. 
5 Adams v. Commissioner and Bazley v. Com- 
missioner, 47-1 ustc J 9288, 331 U. S. 737. 
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change by the taxpayer and his wife, the 
sole shareholders, of their old capital stock 
for new capital stock plus new debenture 
bonds having a total face value of $400,000, 
payable in ten years but callable at any time. 
The facts in the Adams case were similar. 
Adams, who owned' all but a few of the 
shares of stock, exchanged such stock for 
new stock plus debenture bonds in the prin- 
cipal amount of $295,000. At the time of the 
exchange the corporation had accumulated 
earnings of not less than $164,000. 


The Court held that neither recapitalization 
was within the meaning of Section 112 (g): 

“A reorganization which is merely a ve- 
hicle, however elaborate or elegant, for con- 
veying earnings from accumulations to the 
stockholders is not a reorganization under 
Section 112.” 

To the Court’s conclusion and the fore- 
going statement no exception can be taken, 
especially in view of the Court’s phrase 
“merely a vehicle.” There is in the opinion, 
however, other language which, when taken 
out of its context and applied to other fac- 
tual situations, has serious tax implications. 
For example, the Court said: 

“In the case of a corporation which has 
undistributed earnings, the creation of new 
corporate obligations which are transferred 
to stockholders in relation to their former 
holdings, so as to produce, for all practical 
purposes, the same result as a distribution 
of cash earnings of equivalent value, cannot 
obtain tax immunity because cast in the 
form of a recapitalization-reorganization.” 


Does this mean that a future recapitaliza- 
tion which meets all of the prior known 
requirements is to be deemed taxable be- 
cause there is accomplished thereby some- 
thing which otherwise could not be done 
without the imposition of tax? If this repre- 
sents the law of the Bazley and Adams cases, 
then a major evolution has occurred in the 
law of reorganizations. Frequently a recap- 
italization may involve a distribution of 
stock or other securities which, if distributed 
alone and unconnected with the recapitaliza- 
tion, would be a taxable distribution. Like- 
wise, there often occur in recapitalizations 
exchanges of one type of stock for another, 
which exchanges, if made unconnected with 
a reorganization, would be taxable under 
Section 112 (b) (2). 

At another point in the opinion the Court 
referred to the general rule of taxability 
upon exchanges and to the exceptions to this 
rule. It was then said: 







®° CCH Dec. 16,433, 10 TC 1080. 























































































































































































































































































































“But there are circumstances where a 
formal distribution, directly or through ex- 
change of securities, represents merely a 
new form of the previous participation in 
an enterprise, involving no change of sub- 
stance in the rights and relations of the 
interested parties one to another or to the 
corporate assets.” 

In many reorganizations the relationship 
of the taxpayer to the assets is substantially 
changed, and Helvering v. Minnesota Tea 
Company" held that this was not inhibited 
by the statute. 

An examination of some of the types of 
exchanges ordinarily employed in recapitali- 
zations may.be helpful in pointing out some 
of the dangers which may be lurking in the 
Bazley and Adams decision. 


Bonds for Outstanding Bonds 


For good corporate reasons, a corpora- 
tion adopts a plan of recapitalization where- 
by the outstanding five per cent, twenty-year 
debentures are to be replaced by four per 
cent, twenty-year debentures. The plan calls 
for an exchange of new four per cent bonds 
of an equal face amount. The Bureau main- 
tains that this is a refinancing and not a 
recapitalization within the meaning of the 
reorganization provision of Section 112 (g), 
with the consequent result that gain or loss 
is realized upon the exchange. The courts, 
on the other hand, have held that such an 
exchange complies with the literal terms of 
Sections 112 (b) (3) and 112 (g), as well as 
with the underlying purpose of these sections. 

Commissioner v. Neustadt; involved the ex- 
change of twenty-year, six per cent deben- 
tures of Paramount Pictures, Inc., for a like 
face amount of ten-year, 34% per cent con- 
vertible debentures of the same company, 
pursuant to a plan of reorganization. The 
Circuit Court of Appeals for the Second 
Circuit, affirming the Tax Court, held that 
the new debentures were “securities” within 
the meaning of Section 112 (b) (3): 

“The first question is whether the deben- 
tures are ‘securities’ within the meaning of 
this section. The word is used in contrast 
to ‘stock’; it necessarily refers to bonds of 
some sort, since bond's are the most usual, 
if not the only, form of corporate securities 
to contrast with stock. Conceivably the word 
might be construed to include mortgage 
bonds but to exclude debentures, But it is 
usual financial practice to speak of deben- 
tures as ‘securities’ and the term should be 
given its meaning.... 


7 36-1 ustc J 9015, 296 U. S. 378. 
8 42-2 ustc { 9751, 131 F. (2d) 528. 
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“It remains to determine whether they 
were exchanged pursuant to a plan of re- 
organization and this turns on whether the 
exchange amounts to a ‘recapitalization,’ as 
that word is used in section 112 (g).... 
The commissioner contends that only a 
change in authorized or outstanding capital 
stock of a corporation can properly be de- 
nominated a recapitalization or a reshuffling 
of the capital structure. ... But in common 
financial parlance the long term funded debt 
of a corporation is usually regarded as form- 
ing part of its capital structure. ... By 
changing the interest rate and date of ma- 
turity of its old bonds and adding a con- 
version option to the holders of the new, 
the corporation could strengthen its financial 
condition, while the bondholders would not 
substantially change their original invest- 
ments by making the exchange. ‘Recapitali- 
zation’ seems the most appropriate word to 
describe that type of reorganization and it 
is the very kind of transaction where Con- 
gress meant the recognition of gain or loss 
to be held in suspense until a more substan- 
tial change in the taxpayer’s original invest- 
ment should occur. We hold that the 
exchange of securities was made pursuant 


to a plan of ‘recapitalization’. 

The Neustadt case was approved in prin- 
ciple last year in Commissioner v. Estate of 
Edmonds, and seems to represent the law 
today. There seems to be no substantial 
basis or authority for the belief that either 
LeTulle v. Scofield or the later Bazley and 
Adams cases have affected the tax status of 
this type of reorganization exchange. 


Bonds for Outstanding Stock 


A owns all of the outstanding common 
stock of a corporation having earnings and 
profit of $200,000 accumulated since Febru- 
ary 28, 1913. He wishes to give some of 
the younger officers an opportunity to buy 
stock. To accomplish this, a plan of re- 
organization, under the terms of which he 
exchanges all of his stock in the company 
for new common stock and twenty-year, 
four per cent debentures of the face amount 
of $200,000, is put into effect. Here is an 
exchange of stock for stock and bonds pur- 
suant to a plan of recapitalization. There 
is a literal compliance with the terms of 
the statute. The bonds are “securities” 
within the Watts case. There seems to be 
adequate business purpose. There is a con- 
tinuity of interest. Notwithstanding, the 
exchange probably is taxable under the 


® 48-1 ustc f 9160, 165 F. (2d) 715. 
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rationale of Bazley and Adams. If the deben- 
tures had been issued as a dividend, they 
would constitute ordinary income to the 
shareholder because the company had earn- 
ings and profit accumulated in excess of the 
face amount of the debentures. Since this 
is true, the recapitalization has had the “ef- 
fect” of transmitting to the taxpayer through 
a recapitalization what otherwise could not 
be distributed to him free of tax. 


The situation would seem to be no dif- 
ferent where common stock is exchanged 
exclusively for bonds. The effect of the 
transaction still would be the same as in 
the Bazley case. Moreover, the LeTulle case 
expressly prohibits a complete shift from an 
equity position to a creditor position.” Nor 
would the situation be any different where 
the recapitalization involves an exchange 
of outstanding preferred stock instead of 
common stock for preferred stock and bonds. 
Still on the assumption that the company 
has accumulated earnings and profits, the 
effect of the recapitalization is the same as 
if there had been a distribution of bonds 
unassociated with the recapitalization. In 
such a distribution the taxpayer would 
realize ordinary income to the full extent of 
the value of the bonds. 


If the corporation in our illustration has 
no accumulated earnings or profits, the “ef- 
fect” test is of less importance because there 
is no distribution of ordinary income, The 
case is either a partial liquidation under Sec- 
tion 115 (c) or a boot transaction within 
Section 112 (c) (1). In either event, the 
gain, if any, is limited to the twenty-five per 


_ cent capital gains tax. 


It is possible, of course, to distinguish the 
Bazley and Adams cases and arrive at a con- 
clusion that certain recapitalizations involv- 
ing an exchange of stock for bonds are 
outside the rationale of those cases. The 
premise of the Court in the Bazley case was 
that the bonds received were the equivalent 
of cash because they were callable at the 
will of the shareholders who were the hold- 
ers of the bonds. It could be argued that 
noncallable bonds might not be deemed the 
equivalent of cash. Likewise, it could be 
pointed out that in certain cases the persons 
receiving the bonds might not be the own- 
ers of the common stock and would thus 
lack any power to effect redemption of the 
bonds. In these cases the contention could 
be made that the recapitalization was not 

1 It is recognized that the Board of Tax Ap- 
peals, in Clarence J. Schoo, CCH Dec. 12,802, 


47 BTA 459, held the LeTulle case inapplicable 
to a recapitalization. Notwithstanding, it would 
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“merely a vehicle” for siphoning off ac- 
cumulated earnings and profits. 

If the decision of the Seventh Circuit 
Court of Appeals in Marion Heady v. Com- 
missioner ™ is any sign of the times, the prob- 
ability is that no recapitalization involving 
an exchange of bonds for outstanding stock 
will escape the “effect” test. There the court 
held taxable a recapitalization exchange of 
one-dollar par stock and seven per cent de- 
bentures in exchange for the outstanding 
no-par stock. The recapitalization was for- 
mulated so that the investment of a deced- 
ent’s estate could be liquidated by the 
executor, Inducement in the form of stock 
was necessary to obtain a new manager. No 
element of tax avoidance was present. None- 
theless, Judge Sparks, in speaking for the 
Seventh Circuit, held on authority of’ the 
Bazley case that the effect of the recapitaliza- 
tion was to bring about a distribution of 
accumulated earnings and profits. Any bond- 
for-stock recapitalization where there are 
accumulated earnings and profits seems too 
hazardous to be undertaken except under 
the most impelling circumstances. Appar- 
ently the Treasury feels that a stock-for- 
bond recapitalization is taxable, because no 
ruling will be given or closing agreement en- 
tered into in this type of reorganization 
exchange. 


Stock for Outstanding Bonds 


Recapitalizations involving an exchange 
of stock, either common or preferred, for 
outstanding bonds are not affected by the 
issues pointed out above. Recapitalizations 
of this type involve the change of debt capi- 
tal to equity capital, which is in no way 
affected by the Basley and Adams decisions. 
The Regulations even cite an exchange of 
bonds for stock as being illustrative of the 
type of recapitalization which is within the 
meaning of Section 112 (g). 


Preferred Stock 
for Outstanding Common 


Corporation X has outstanding 1,000 
shares of seven per cent preferred stock and 
1,000 shares of common stock. Accumulated 
earnings and profits since February 28, 1913, 
aggregate $200,000. In order to enable young 
officers of the corporation to acquire com- 
mon stock, the corporation undergoes a re- 
capitalization, under the terms of which the 
seem that the reasoning of the LeTulle case is 


applicable by analogy. 
11 47-1 ustc J 9295, 162 F. (2d) 699. 
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common stock is replaced by 1,000 shares 
of five per cent preferred stock of the par 
value of $100 and new common stock. Share- 
holder A, in exchanging his common stock 
for new common and preferred, effects a 
literal compliance with Section 112 (b) (3). 
All the requisite elements are thus present: 
an exchange of stock for stock, a recapitali- 
zation with adequate business purpose and a 
continuing proprietary interest in the enter- 
prise on the part of the shareholder making 
the exchange. 


What about the “effect” test prescribed 
by Bazley and Adams? If the new preferred 
stock had been issued to A unassociated with 
the recapitalization, it would have been a 
taxable stock dividend. Hence, the effect of 
the, recapitalization has been to accomplish 
a distribution which otherwise would have 
been taxable. Does this mean that under the 
doctrine of the Basley and Adams cases there 


is not a recapitalization within the meaning 
of Section 112 (g)? 


There is language in the opinion in the 
Adams and Bazley cases which would support 
such an extreme position, but so to conclude 
would be judicial legislation of the most ex- 
treme character. 


Assume the corporation in our example 
had outstanding only common stock and 
went through a recapitalization by which 
the common was replaced by preferred and 
common, In this instance the shareholder 
receives in the recapitalization exchange pre- 
ferred and common, as in the prior instance. 
Here, however, the preferred stock, if it had 
been distributed to him unconnected with the 
recapitalization, would have been tax free 
under the Strassburger and Sprouse” cases. 
It seems, therefore, that in this instance the 
“effect” test is successfully met. 


The Treasury, however, has raised addi- 
tional questions. It contends that preferred 
stock recapitalizations of closely held cor- 
porations, or tax-free stock dividends, when 
accompanied by sale, may be as effective 
means of drawing off earnings and profits 
as the debenture recapitalization disapproved 
in the Bazley case, and, of course, this may 
be true under certain circumstances, 

For example, A, sole owner of a closely 
held corporation having only common stock 
outstanding, may carry out a plan of re- 
capitalization by which he exchanges his 
common stock for new common stock and 
nonvoting redeemable preferred © stock. 
Thereafter A may sell the preferred stock 








12 Strassburger v. Commissioner and Helver- 
ing v. Sprouse, 43-1 ustc § 9363, 318 U. S. 604. 
Preferred on common, where only common out- 
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to a third party and pay a tax on the gain 
realized at the capital gains rate of twenty- 
five per cent. As the owner of the common 
stock, he may then cause the corporation to 
redeem the preferred stock. The third party 
has nothing to fear from such a redemption 
under Section 115 (g), since he owns none 
of the common stock. The end result is that 
A again is the sole shareholder of the cor- 
poration, and has withdrawn from the cor- 
poration a portion of its accumulated earnings 
and profits at capital gain rates. The same 
thing could have been accomplished by A 
through the distribution of a tax-free pre- 
ferred stock dividend and a subsequent sale 
and redemption. 


Since the end result of this type of pre- 
ferred stock recapitalization, or stock divi- 
dend, followed by sale of the preferred 
stock, is the same as in the case of the 
debenture recapitalization disapproved by 
the Supreme Court in the Bazley case, the 
Treasury has felt warranted in adopting an 
administrative policy intended to preclude 
these preferred stock “bail-outs.” The Treas- 
ury has taken the position that no ruling 
will be given with respect to a preferred 
stock recapitalization, or a tax-free preferred 
stock dividend, where there exists a contem- 
plated sale of all or a substantial part of 
such preferred stock. Where the preferred 
stock contains sinking fund provisions, any 
ruling as to nontaxability is of no effect 
ab imitio as to any shareholder if there is 
any sale or transfer (except by hypotheca- 
tion) of the preferred stock by him. 

Where the Treasury is assured that no 
sale of the preferred stock is planned or _ 
contemplated, and there is no sinking fund 
provision, a ruling of nontaxability will be 
issued, Such ruling will-expressly provide, 
however, that it does not cover the tax treat- 
ment of any sale or transfer by the share- 
holder (other than by hypothecation) of the 
preferred stock, or the tax treatment of the 
redemption of such stock in the hands of 
the original holder or a purchaser of a trans- 
feree, or any problems under Section 102. 


No one can quarrel with the Treasury’s 
objective of preventing preferred stock “bail- © 
outs.” It is hoped that it will extend no 
further than this, and that some reasonable 
procedure can be worked out so that normal 
and customary business transactions will not 
be impeded. 


The American Bar Association has adopted 
a recommendation designed to afford some 








standing, does not alter the shareholders’ pro- 
portionate interest in the corporation. 
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temporary relief. The effect of the recom- 
mendation is to amend Sections 112 (c) (2) 
and 115 (h) to provide, in one case, that a 
reorganization shall not be deemed to have 
the effect of a taxable dividend and, in the 
other, that an otherwise tax-free stock divi- 
dend shall not be deemed a distribution of 
earnings or profits merely because of (a) 
the existence of an agreement to sell by 
some or all of the shareholders, (b) the 
existence of a reasonable sinking fund pro- 
vision to retire the stock or (c) the fact 
that the stock is subject to redemption in 
whole or in part at the option of the cor- 
poration. A safeguard against tax avoidance 
is afforded by a new provision in Section 
115 (g) which would stipulate that if stock 
is received tax free, sold and then redeemed, 
all pursuant to a tax-avoidance plan, the pro- 
ceeds of the sale shall be treated as ordinary 
income, provided the recipients of the pre- 
ferred stock are in control (fifty per cent) 
when the stock is received and when it is 
retired. There is a further provision that 
retirement of preferred stock within three 
years of its receipt by the selling stockholder 
shall be prima-facie evidence of the existence 
of a-surtax-avoidance plan. 

There has been no suggestion that a sale 
of the common stock received along with 
the preferred in connection with a recapitali- 
zation exchange gives rise to taxability. It 
undoubtedly is recognized that the taxpayer 
is merely transferring his equity or a part 
thereof, and that this could have been done 
with his original holdings and without re- 
gard to a recapitalization exchange or to 
a tax-free dividend. 


Common for Common 


No suggestion has been advanced that a 
recapitalization involving an exchange of 
131 ustc J 32, 252 U. S. 189. 


14 DeWind, ‘‘Preferred Stock ‘Bail-outs’,’’ 62 
Harvard Law Review 1135. 


SOME PROBLEMS IN 






common for common, with a subsequent 
sale of the common, in any way imputes 
taxability to a recapitalization. The conclu- 
sion could not be otherwise, because, aside 
from recapitalization provisions, Section 
112 (b) (2) exempts from taxation an ex- 
change of common stock for common stock 
in the same corporation regardless of 
whether there is any reorganization. Like- 
wise, so long as Eisner v. Macomber ™ stands, 
there can be no doubt of the fact that a 
corporation may distribute common stock as 
a dividend without any tax liability where 
the corporation has only common shares 
outstanding. 


There is no suggestion to date that the 
Treasury contemplates a program to seek 
reversal of the stock dividend cases so as 
to make all stock dividends taxable. It has 
been indicated that the Treasury is inter- 
ested primarily in the so-called “bail-out” 
cases and “contemplates moving no further 
than may be necessary to maintain a result 
that is both symmetrical and consistent with 
the principles laid down *. the Bazley and 
Adams cases.” This communicates very 
little information, however, because of the 
uncertainty as to what the Bazley and Adams 
cases mean. 


Six members of the present Supreme Court 
dissented in one or the other of the Grif- 
fiths® Strassburger and Sprouse cases. It is 
not unreasonable to suppose, therefore, that 
in the proper case the Supreme Court may 
take occasion to re-examine Eisner v. Ma- 
comber and to conclude that all stock divi- 
dends effect a realization of income and 
therefore are taxable. 


Pending further enlightenment from the 
Supreme Court, it is safe to say that there 
will be no uniformity from the lower courts 
in applying Bazley and Adams. [The End] 


5 Griffiths v. Helvering, 40-1 ustc 9 9123, 308 
U. S. 355. 
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7 IS INTERESTING to note that in 
connection with the Revenue Act of 1934 
a subcommittee of the Ways and Means 
Committee recommended the abolition of 
the reorganization provisions contained in 
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Section 112.2 This report indicated that the 
elimination of the exchange and reorganiza- 
tion provisions would (1) close the door to 
one of the most prevalent methods of tax 
avoidance and (2) simplify the income tax 
law by removing some of its most compli- 
cated provisions. The report of the Ways 
and Means Committee on the 1934 act? in- 
dicates that the full committee decided that 
the wiser policy was to amend the provi- 
sions of Section 112 drastically to stop the 
known cases of tax avoidance. The report 
states: 

“This decision will further avoid the period 
of litigation and uncertainty which would 
necessarily follow a complete reversal of the 
established policy.” 


Hindsight makes it apparent that the 
members of the committee did not have the 
gift of prophecy. The provisions of Section 
112 did not, as expected, become more settled 
in the subsequent fifteen years; the reverse 
has been true. Most of the reorganization 
sections have become modern Hydras; no 
sooner is one problem resolved than two 
more appear. 

In some respects, the tax problems in- 
volved in the combining of two corporate 
businesses are simple. Such a combination 
can be accomplished directly under Section 
112(g) of the Internal Revenue Code either 
(1) through a statutory merger or consoli- 
dation or (2) through an acquisition of sub- 
stantially all of one company’s assets by 
another company solely in exchange for its 
voting stock. However, one must not be 
deceived by the apparent ease of accom- 
plishing such a combination. Oversimplifi- 
cation may be fatal, as illustrated hereafter. 


On the other hand, the division of an 
existing corporate business is known to be 
fraught with danger, taxwise. There is no 
clearly defined route which may be followed 
with impunity. Few tax practitioners ven- 
ture into the morasses of such a transaction 
without the protection of at least a Commis- 
sioner’s ruling and, even more usual, a clos- 
ing agreement *—a commendable precaution. 


Mergers and Consolidations 


Section 112(g)(1) of the Internal Revenue 
Code states, in part: “The term ‘reorgani- 
zation’ means (A) a statutory merger or 
consolidation.” The words “statutory merger 
or consolidation” refer to a merger or a 
consolidation effected in pursuance of the 
corporation laws of the United States, of a 

173d Congress, 2d Session, December 4, 1933. 

2 1939-1 (Part 2) CB 564. 


3 Code Section 3760. 
4 Regulations 111, Section 29.112 (g)-2. 
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state or territory or of the District of Colum- 
bia.“ The usual state law contemplates the 
filing of a plan of merger or consolidation 
with the proper state official after approval 
by the directors and stockholders of the 
constituent corporations. Not all of the 
states have provisions with respect to mergers 
and consolidations, and the laws of some 
states restrict mergers and consolidations to 
instances where the constituent corporations 
are incorporated in that state. Other states 
restrict mergers and consolidations to cases 
where the constituent corporations engage 
in substantially similar business activities. 


Continuity of Interest 


The merger and consolidation provisions 
of the various state laws appear to deal 
principally with procedural aspects, such as 
meetings of directors and stockholders, fil- 
ing and recording of agreements, etc. Under 
most of the state statutes, there are virtually 
no restrictions or requirements with respect 
to the substantive provisions of the agree- 
ment of merger or consolidation. 

Unfortunately, it is not enough that a 
statutory merger or consolidation be accom- 
plished under one or more of the laws of 
the various states or territories in order for 
the transaction to be exempt from federal 
income tax. In addition, what is judicially 
known as “continuity of interest” is required. 

The continuity-of-interest doctrine was 
first laid down by the Supreme Court in 
Pinellas Ice & Cold Storage Company v. Com- 
missioner” In this case the stockholders of 
the transferor-corporations received cash 
and short-term notes for their interests. The 


Court held that the stockholders of the- 


transferor-corporations must acquire a more 
substantial interest in the transferee-corpo- 
rations than that represented by short-term 
notes, in order for the transaction to be a 
reorganization under the then existing law. 
The Regulations® refer to this doctrine as 
follows: 


“Requisite to a reorganization under the 
Code are a continuity of the business enter- 
prise under the modified corporate form, 


and a continuity of interest therein on the. 


part of those persons who were the owners 

of the enterprise prior to the reorganization.” 
Not only must there be a continuity of 

interest, but that interest must be proprietary 

in character. In LeTulle v. Scofield,’ Cor- 

poration A transferred its assets to Corpo- 

ration B and received in exchange cash and 
53 ustc J 1023, 287 U. S. 462 (1933). 


* Regulations 111, Section 29.112 (g)-1. 
740-1 ustc 7 9150, 308 U. S. 415 (1940). 
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bonds of Corporation B. Immediately there- 
after, Corporation A distributed the cash 
and bonds to its stockholders and was dis- 
solved. In deciding this case, the Supreme 
Court extended the continuity-of-interest 
rule laid down in the Pinellas case, and held 
that the transaction was not a reorganization 
since the continuing interest of the stock- 
holders of Corporation A was not proprietary 
in nature. 
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) An illustration of the application of the 
: continuity-of-interest doctrine, as extended 

by the LeTulle case, to a statutory merger is 
iound in Roebling v. Commissioner® In the 
\4 Roebling case Corporation A was merged 
} into Corporation B, the stockholders of Cor- 

poration A receiving eight per cent bonds 

in exchange for their stock. The Third Cir- 
| cuit held that since the stockholders of Cor- 
\} poration A surrendered their proprietary 
interest in Corporation A and became simply 
creditors of Corporation B, the continuity- 
of-interest doctrine was not satisfied. The 
| court quoted from Commissioner v. Gilmore 
| Estate® as follows: 


“It is now settled that whether a transac- 
tion qualifies as a reorganization under the 
various Revenue Acts does not turn alone 
upon compliance with the literal language 
of the statute. The judicial interpretation 
has determined that something more may 
be needed and that, indeed, under some cir- 
cumstances, something less will do. Our 
concern in this case is the ‘something more’ 
since we have concluded that there was a 
literal compliance. . . . The reorganization 
provisions were enacted to free from the 
imposition of an income tax purely ‘paper 
profits or losses’ wherein there is no reali- 
zation of gain or loss in the business sense 
but merely the recasting of the same interests 
in a different form, the tax being postponed 
to a future date when a more tangible gain 
or loss is realized.” (Italics supplied.) 


Another illustration of the fatal effect of 
the failure of the proprietary interest to 
carry through is found in Stearns v. Kava- 
naugh.° In this case the C Company was 
heavily indebted, and its common stock 
clearly had no equity in the assets. In order 
to improve the company’s credit, the man- 
aging officers caused the R Company to be 
formed. The majority stockholder of the 
C Company and others transferred a sub- 
stantial amount of the current liabilities of 
the C Company to the R Company in ex- 
change for its stock. Thereafter, in a statu- 


8 44-2 ustc {| 9388, 143 F. (2d) 810 (1944); cert. 
den. 323 U. S. 773. 

942-2 ustc J 9648, 
1942). 


130 F. (2d) 791 (CCA-3, 
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tory merger, the two companies were merged 
under an agreement whereby (a) the com- 
mon stockholders of the C Company re- 
ceived nothing, (b) the preferred stockholders 
of the C Company received common stock 
of the surviving corporation on a share-for- 
share basis and (c) the common stockhold- 
ers of the R Company received unsecured 
debenture notes of the surviving corpora- 
tion. The court held that in spite of com- 
pliance with the technical requirements of 
the state merger statute, the transaction was 
taxable since the interests of the common 
stockholders of C did not carry through 
as such. 

Merely casting the agreement of merger 
or consolidation in a form which meets the 
continuity test will not suffice if there is no 
carrying through of the proprietary interests 
when the transaction is reviewed in its en- 
tirety. In Morgan Manufacturing Company v. 
Commissioner™ the M Company and the D 
Company were both North Carolina corpo- 
rations. The M Company had common stock 
outstanding; the D company had both pre- 
ferred and common stock outstanding and 
owed $62,500 upon mortgage notes. In 1936 
the two companies consolidated under the 
laws of North Carolina. However, this con- 
solidation was premised on an oral agree- 
ment between the stockholders of the two 
companies whereby the stockholders of D 
Company agreed to release their rights in 
the stock of the surviving corporation if it 
would pay the mortgage notes of the D 
Company. Twenty-two days after the ef- 
fective date of the consolidation, the mort- 
gage notes of D Company were paid by the 
surviving corporation and the rights of the 
stockholders of D Company in the stock of 
the surviving corporation were thereupon 
released. 

It should be noted that if the consolida- 
tion is viewed in the absence of the prior 
oral agreement, the continuity-of-interest 
test is met. It should also be noted that the 
surrender of the surviving corporation’s 
stock by the D Company stockholders was 
contingent upon the payment of the mort- 
gage notes, which were not paid until 
twenty-two days following the consumma- 
tion of the consolidation (and which might 
never have been paid). The court found, 
however, that the agreement from its incep- 
tion contemplated the retirement of the D 
Company stockholders from the business, 
and that a sale was actually intended and 
carried into effect. 


10 41-2 ustc f 9750 (DC Mich., 1941); collector’s 
appeal dismissed (CCA-6, 1942). 

1142-1 ustc { 9176, 124 F. (2d) 602 (CCA-4, 
1941). 


1073 

































































































































Ownership of Stock 
Prior to Merger 


An interesting problem arises where Cor- 
poration A acquires stock in Corporation B 
and the two corporations are subsequently 
merged. Assume that Corporation A, which 
is to be the surviving corporation, owns 
5,000 shares of the common stock of Corpo- 
ration B, which is fifty per cent of the out- 
standing stock of Corporation B. Under the 
agreement of merger, the stock of Corpora- 
tion B will be converted into Corporation 
A’s stock on a share-for-share basis. The 
question arises as to whether or not Corpo- 
ration A should issue 5,000 shares of its 
own stock in conversion of the shares of 
Corporation B which it owns. If Corpora- 
tion A is a large corporation listed on an 
exchange, the question is a serious one, since 
although the transaction is construed not to 
be a sale under Section 2 (3) of the Securi- 
ties Act of 1933,” and no registration under 
that act is required, it does involve the list- 
ing of the stock on the exchange and its 
registration under the Securities Exchange 
Act of 1934. If Corporation A’s stock is 
issued in conversion of Corporation B’s 
stock owned by Corporation A, the shares 
constitute treasury stock, and the problem 
of presentation in the financial statements is 
involved, as is also the matter of franchise 
taxes, etc. 


G. C. M. 7472 


This problem was first considered in 
G.C.M. 7472," which involved the follow- 
ing factual situation: 


The N Company owned sixty per cent of 
the capital stock of the M Company. The 
N Company acquired the assets of the M 
Company in consideration of the issuance of 
65y shares of capital stock to the M Com- 
pany in a transaction designated as a plan 
of reorganization. As a part of the plan, the 
M Company was dissolved and its assets, 
consisting entirely of 65y shares of the N 
Company, were distributed to its stockhold- 
ers. The N Company received 39y shares 
of its own stock in exchange for sixty per 


2 This interpretation was originally set forth 
in a note to Rule 5, Securities Act Form E-1. 
Although Form E-1 was repealed on May 15, 
1947, the SEC interpretation of Section 2 (3) 
with respect to mergers does not appear to 
have changed. See National Supply Company 
v. Leland Stanford Junior University, 134 F. 
(2d) 689 (1943); cert. den. October 11, 1943. 

13 TX-1 CB 184 (1930). 

4 Section 203 (h) (1) (A) of the Revenue Act 
of 1926 states: ‘“‘The term ‘reorganization’ 
means (A) a merger or consolidation (includ- 
ing the acquisition by one corporation of at 
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cent of the M Company’s capital stock there- 
tofore owned by it. The 39y shares of its 
own stock received by the N Company in 
the transaction included one certificate for 
38y shares which had been made available 
to the N Company through a loan from the 
O Company and one certificate for ly share 
which theretofore had been treasury stock 
of the N Company. Upon consummation of 
the transaction, the N Company returned the 
certificate for 38y shares of its stock to the 
O Company. 


Upon this set of facts, the G.C.M. held 
that the transfer of the net assets of the M 
Company to the N Company constituted a 
reorganization within the meaning of Sec- 
tion 203(h)(1)(A) of the Revenue Act of 
1926,“ but that sixty per cent of the assets 
of the M Company were received as a dis- 
tribution in complete liquidation of that 
corporation, and accordingly gain or loss 
therefrom was to be recognized: 


“Since the income tax provisions of the 
Revenue Acts concern themselves with 
actual beneficial ownership and not mere 
legal title, the legal effect of the various 
dealings with the particular certificate rep- 
resenting the 38y shares (delivered by the 
lender, the O Company, to the borrower, 
the N Company; delivered by the N Com- 
pany to its transfer agent, acting as nominee 
of the M Company; delivered by said trans- 
fer agent back again to the N Company; 
and delivered by the N Company back again 
to the lender, the O Company) is their real 
substance and effect; and in real substance 
and effect the N Company received in specie 





\ 


60 per cent of the assets of the M Company . 


as a distribution in complete liquidation of 
that corporation, and accordingly gain or 
loss therefrom is to be recognized and com- 
puted as prescribed by section 201(c) of the 
Revenue Act of 1926.” 


The reasoning behind this G.C.M. is 
that since the borrowed stock should be 
ignored in considering the transaction, there 
was no exchange of stock within the mean- 
ing of the provision of the law then in effect 
which was similar to the present Section 
112(b)(3).” 


least a majority of the total number of shares 
of all other classes of stock of another corpo- 
ration, or substantially all the properties of 
another corporation).’’ 

15 Section 203 (b) (2) of the Revenue Act of 
1926 provided: ‘‘No gain or loss shall be rec- 
ognized if stock or securities in a corporation 
a party to a reorganization are, in pursuance 
of the plan of reorganization, exchanged solely 
for stock or securities in such corporation or 
in another corporation a party to the reor- 
ganization.”’ 
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The identical factual situation * was in- 
volved in General Motors Corporation™ In 
this case the Board of Tax Appeals refused 
to ignore the stock borrowed for the pur- 
pose of effecting the reorganization, and 
held further that there had been an exchange 
of stock within the scope of the present 
Section 112(b)(3). On appeal,” the judg- 
ment of the Board was vacated and an addi- 
tional deficiency in tax was entered upon 
stipulation. Shortly thereafter, G.C.M. 
21873," in which the Treasury Department 
reversed the position previously taken in 
G. C. M. 7472, was issued. The development 
of this situation up to this point is rather 
peculiar in that G.C.M. 7472 was revoked 
shortly after the entry of the stipulated defi- 
ciency in the General Motors case, and in 
spite of the Commissioner’s nonacquiescence ™ 
in the General Motors case. 


Statutory Merger 


It was not until 1942 that this point arose 
in a case involving a statutory merger. In 
the Gutbro Holding Company case," Gutbro 
was the wholly owned subsidiary of Hutner 
Holding Company. During 1936 Gutbro and 
Hutner were merged in a statutory proceed- 
ings under the General Corporation Act of 
New Jersey. Under the agreement of merger 
and consolidation, the holders of Hutner’s 
stock continued to hold the same certificates 
which represented the same number of shares 
in the surviving corporation, and all of the 
shares of Gutbro were to be surrendered 
and retired. The agreement spelled out that 
the reason for this provision was that Hutner 
was the sole stockholder of Gutbro. 


The Commissioner proposed a deficiency 
on the premise that the transaction was in 
reality a distribution in liquidation under 
Section 115(c) of the Revenue Act of 1934. 
The Board of Tax Appeals agreed with the 
petitioner that the transaction was a statu- 
tory merger or consolidation under the laws 
of New Jersey, but held that this was not 
enough. It was also necessary that the re- 
ceipt of the property of Gutbro by Hutner 
occur in a transaction exempted by either 
Section 112(b)(3) or Section 112(b)(4) of 
the Revenue Act of 1934.” The Board re- 
jected the petitioner’s argument that a “con- 
structive” issuance of Hutner’s stock had 
occurred, and stated: 


%It is presumed that G.C.M. 7472, supra, 
was issued in connection with the Genefal Mo- 
tors case, infra, which was an issue before the 
Bureau at that time. 

11CCH Dec. 9587, 35 BTA 523 (1937). 

18 1939-2 ustc { 9721, 106 F. (2d) 995 (CCA-6, 
1939). 

19 1940-2 CB 223. 
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“The petitioner also contends that it is 
within section 112(b)(3) and (4) on another 
ground. It argues ‘that as a result of the 
agreement of merger and consolidation a 
new corporation was created which in effect 
issued its stock to the subsidiary corporation 
and which stock was turned back to it as 
the owner of all of the stock of the sub- 
sidiary and which stock was then exchanged 
by the consolidated corporation with the 
stockholders of the old parent company.’ 
(Italics supplied.) We cannot subscribe to 
this reasoning. Tax liabilities myst be de- 
termined on the basis of what was actually 
done, not the effect of what was done.” 


Upon appeal,” the Second Circuit reversed 
the Board, and held that “the stock was 
‘exchanged’ within the meaning of the term 
in Section 112(b)(3) as though the useless 
handling of the pieces of paper had taken 
place.” 


It might appear that the Second Circuit 
had finally settled this matter if it were not 
for Rogan v. Starr Piano Company,* which 
was decided by the Ninth Circuit two months 
after the Gutbro case was reversed by the 
Second Circuit. In the Starr Piano case, 
Corporation G, the wholly owned subsidiary 
of Corporation S, was merged into Corpora- 
tion S in a statutory merger under the 
California Civil Code. The merger agree- 
ment provided that Corporation S should 
pay all of Corporation G’s debts and sur- 
render for cancellation all of Corporation ° 
G’s stock, and that all of Corporation G’s prop- 
erty should be distributed to Corporation S. 


The Ninth Circuit held in this case that 
although there was a reorganization (a stat- 
utory merger), there was neither an ex- 
change of stock or securities for stock or 
securities (Section 112(b)(3)) nor an ex- 
change of property of one corporation for 
stock or securities in another corporation 
(Section 112(b)(4)). The court concluded 
that in the absence of the required exchanges, 
the transaction was a taxable liquidation. 
Certiorari was applied for in this case, but 
was denied. An interesting point in the 
Starr Piano case is that although it was de- 
cided two months after the Second Circuit’s 
decision in the Gutbro case, the Ninth Cir- 
cuit mentioned the Board’s decision in 
Gutbro with approval and did not even refer 
to its reversal by the Second Circuit. 


20 1937-1 CB 36. 

21 CCH Dec. 12,591, 47 BTA 374. 

22 Same as present Code Sections 112 (b) (3) 
and 112 (b) (4). 

23 43-2 ustc { 9581, 138 F. (2d) 16 (1943). 

74 44-1 ustc J 9126, 139 F. (2d) 671 (1943); cert. 
den. 322 U. S. 728. 
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The above review of the pertinent deci- 
sions and rulings would seem to indicate 
that this question is not settled. The Starr 
Piano case, the Board’s attitude in the Gutbro 
case and the failure of the Commissioner 
to withdraw his nonacquiescence in the Gen- 
eral Motors case all point to the need for 
caution. In any statutory merger where one 
of the merging corporations owns stock in 
the other merging corporation, it would ap- 
pear advisable that such stock be treated no 
differently from outside stock. 


Acquisition of Assets 
for Voting Stock 


Section 112(g)(1)(C) of the Internal Rev- 
enue Code defines a reorganization to include 
“the acquisition by one.corporation, in ex- 
change solely for all or a part of its voting 
stock, of substantially all the properties of 
another corporation.” -This method of ac- 
quiring the assets and business of another 
corporation is often used in preference to 
the statutory merger or consolidation. Under 
the laws of many of the states, the approval 
of a smaller proportion of the stockholders 
is required in order to convey assets than is 
required to consummate a merger. Often 
no stockholder action is required on the part 
of the corporation acquiring the assets and 
issuing the stock, if no pre-emptive rights 
are involved and if sufficient stock is already 
authorized. Furthermore, the usual state 
statute does not provide for the “buying out” 
of stockholders who object to a conveyance 
of substantially all the assets, as is so com- 
mon under merger and consolidation stat- 
utes. An aggrieved stockholder, however, 
usually has the right to enjoin the convey- 
ance if the terms are not fair. The convey- 
ance of substantially all the assets solely for 
voting stock is often used as the practical 
equivalent of a merger when state laws, for 
one reason or another, preclude the use of 
the merger device. In fact, prior to the Rev- 
enue Act of 1934, the definition of “merger 
or consolidation” included this general type 
of transaction.” 


‘Solely for Voting Stock’’ 
Requirement 


The first thing which must be kept in 
mind in consummating a Section 112(g)(1)(C) 


25 Section 132 (i) (1) of the Revenue Act of 
1932 states, in part: ‘‘The term ‘reorganiza- 
tion’ means (A) a merger or consolidation (in- 
cluding the acquisition by one corporation of 

. Substantially all the properties of another 
corporation).”’ 

2642-1 ustc { 9248, 315 U. S. 194 (1942). 
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reorganization is the necessity for absolute 
compliance with the requirement that solely 
voting stock be issued in the transaction. 
In Helvering v. Southwest Consolidated Cor- 
poration.” the Supreme Court laid down this 
principle: “ ‘Solely’ leaves no leeway. Vot- 
ing stock plus some other consideration does 
not meet the statutory requirement.” In this 
case the taxpayer acquired all the assets of 
a predecessor corporation by the issuance of 
voting stock to old security holders and 
stock-purchase warrants to other creditors 
and old stockholders. In addition, certain 
security holders of the predecessor were 
paid off in cash raised through a new bank 
loan provided for in the plan of reorganiza- 
tion and assumed by the taxpayer. The 
Court held that the stock-purchase warrants 
were not voting stock, and that the cash 
paid to certain of the old security holders 
was paid by the taxpayer.” Thus, any con- 
sideration in addition to voting stock makes a 
Section 112(g)(1)(€) reorganization taxable. 

However, creditors of the predecessor 
corporation may be paid off in cash if the 
consideration flows from the predecessor. 
This is permitted under the theory that only 
the remaining net assets are transferred. 
In Southland Ice Company™* dissenting bond- 
holders were paid in cash by the old cor- 
poration, and the remaining assets were 
transferred to a new corporation in ex- 
change for voting stock. The court held 
that this did not render the reorganization 
taxable since the cash used to pay the dis- 
senters was never transferred to the new 
corporation. In Westfir Lumber Company” 
the new corporation paid a dissenting bond- 
holder out of cash which it had acquired. 
from its predecessor in the reorganization. 
The Tax Court held that it made no differ- 
ence whether the predecessor paid off the 
dissenting bondholder, as in the Southland 
Ice case, or transferred the cash to the new 
corporation, the dissenter being paid from 
the cash so transferred. In this case the 
new corporation had no cash of its own, so 
no question as to what cash the dissenter 
was paid from could arise. 

A further question arises if the new cor- 
poration has, in addition to cash transferred 
from the predecessor, cash raised from other 
sources, such as bank loans made by it, 
especially if the funds are intermingled. 

This question was recently passed upon 
by the Tax Court in Roosevelt Hotel Com- 





27See also Central Kansas Telephone Com- 
pany, Inc. v. Commissioner, 44-1 ustc { 9249, 
141 F. (2d) 213 (CCA-10, 1944); Sacramento 
Medico Dental Building Company, CCH Dec. 
12,585, 47 BTA 315 (1942). 

28 CCH Dec. 14,771, 5 TC 842 (1945). 

2 CCH Dec. 15,427, 7 TC 1014 (1946). 
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pany.” In this case the taxpayer’s predeces- 
sor defaulted on its bonds and a trustee for 
the bondholders took possession of the as- 
sets and business. Subsequently, pursuant 
to a plan of reorganization, the taxpayer was 
formed and its voting stock issued to the 
old bondholders in exchange for all the 
assets. Cash held by the trustee, together 
with monies borrowed by the taxpayer, was 
placed in escrow for the payment of debts 
and claims of nondepositing bondholders. 
The Tax Court held that the property had 
been acquired solely for voting stock, in 
spite of the intermingling of the trustee’s 
funds and the funds borrowed by taxpayer, 
since the funds received from the trustee 
were sufficient to pay the nondepositing 
bondholders’ claims. 


As a result of U. S. v. Hendler™ which 
held that the assumption of liabilities was 
the equivalent of a payment of cash, in the 
Revenue Act of 1939 Congress amended the 
present Section 112(g)(1)(C) by adding 
these words: “but in determining whether the 
exchange is solely for voting stock the assump- 
tion by the acquiring corporation of a liability 
of the other, or the fact that property ac- 
quired is subject to a liability, shall be 
disregarded.” 


It is of the greatest importance to dis- 
tinguish between the assuming of a liability 
and the giving of consideration in addition 
to voting stock so as to render the reorgani- 
zation taxable. This problem may be well 
illustrated by the case of Stoddard v. Com- 
missioner,” in which the new corporaticn 
gave a bank bond secured by a second mort- 
gage on its property although the bank had 
previously held only the unsecured note of 
the new corporation’s predecessor. The 
court held that the giving of security for 
the payment of a part of what was formerly 
only an unsecured note amounted to the 
giving of consideration in addition to voting 
stock, and that consequently the exchange 
was not solely for voting stock. However, 
the issuance of bonds of a new company 
for bonds of the old company is considered 
to be an assumption of a liability * even if 
the new bonds have different provisions, 


% CCH Dec. 17,200, 13 TC —, No. 56 (1949). 

31 38-1 ustc {| 9215, 303,U. S. 564 (1938). 

8244-1 ustc { 9223, 141 F. (2d) 76 (CCA-2, 
1944). 

33 Helvering v. Taylor, 42-2 ustc { 9547, 128 
F. (2d) 885; aff’g CCH Dec. 11,646, 43 BTA 563. 

4% New Jersey Mortgage & Title Company, 
CCH Dec. 14,109, 3 TC 1277; acq. 1945 CB 5. 

% Milton Smith, CCH Dec, 9434, 34 BTA 702 
(1936), nonacq, XV-2 CB 46; Nelson v. U. 8., 
47-1 ustc { 9121, 69 F. Supp. 336 (Ct. Cls., 1947), 
cert. den. 331 U. S. 846. 
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including a lower interest rate and later 
maturity.™ 


Percentage of Assets Acquired 


The usual pattern followed in a Section 
112(g)(1)(C) reorganization is for Corpora- 
tion A to acquire all of the assets and as- 
sume all of the liabilities of Corporation B 
in exchange for its voting stock, such stock 
being distributed immediately to the stock- 
holders of Corporation B by that corpora- 
tion in exchange for its stock, followed by 
the dissolution of Corporation B. The latter 
exchange is, of course, a Section 112(b)(3) 
transaction. However, in some instances, it 
is found desirable to keep Corporation B 
alive and to have Corporation B transfer to 
Corporation A less than all of its net assets. 


This type of situation raises the question 
as to how much of the assets and what type 
of assets may be retained without failing to 
meet the requirement that “substantially all 
of the properties” be acquired. It appears 
that if the liabilities are not assumed, suffi- 
cient assets may be retained to pay the lia- 
bilities,” and that the percentage of assets 
acquired is based on net assets, not gross 
assets.” Furthermore, the values of the re- 
spective assets, not their costs, are used.” 


In most of the cases the percentage ac- 
quired is stressed. In Pillar Rock Packing 
Company v. Commissioner ® the acquisition of 
sixty-eight per cent in value of the assets 
was held insufficient even though such assets 
represented all of the operating assets and 
only accounts receivable were retained; 
ninety-one and one-half per cent, ninety-two 
per cent and ninety-four per cent have been 
held tu be “substantially all.” ® 


There is, however, respectable authority 
for the proposition that not only the quantum 
of assets but also the type of assets acquired 
should be considered in determining whether 
or not substantially all of the assets have 
been acquired. In David Gross v. Commis- 
sioner“ all of the assets necessary to the 
business conducted by the transferor were 
acquired, including sufficient working capi- 
tal, which aggregated approximately eighty 


3% Cortland Specialty Company v. Commis- 
sioner, 3 ustc { 980, 60 F. (2d) 937 (CCA-2, 
1932); cert. den. 288 U. S. 599. 

31 American Foundation Company v. U. 8., 
41-2 ustc § 9613, 120 F. (2d) 807 (CCA-9, 1941). 

88 37-2 ustc { 9386, 90 F. (2d) 949 (CCA-9, 
1937). 

%In the respective cases of Cortland Spe- 
cialty Company v. Commissioner, supra, foot- 
note 36; Britt v. Commissioner, 40-2 ustc { 9644, 
114 F. (2d) 10 (CCA-4, 1940); and Southland 
Ice Company, supra, footnote 28. 

# 37-1 ustc § 9159, 88 F. (2d) 567 (1937). 
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per cent of the assets of the transferor. The 
net remaining assets of $180,000 were rep- 
resented by cash, bonds, receivables from 
officers and cash surrender value of life 
insurance, less accounts payable to officers 
and stockholders. The Fifth Circuit held in 
this case that “substantially all of the prop- 
erties” had been acquired: 


“Note that the statutory expression is 
‘properties, not assets. All of the properties 
of Tampa Box Company useful in its busi- 
ness, including such cash as was needful for 
working capital, were transferred entire to 
the new corporation with intent that the 
business be continued. The surplus cash as- 
sets, though property in the broad sense, 
were such as might have been paid out as 
an ordinary cash dividend before the trans- 
fer, and were not a substantial part of the 
business ‘properties’ of the Tampa Box 
Company.” 

In Commissioner v. First National Bank of 
Altoona“ the assets of the transferor were 
comprised of assets used directly in the busi- 
ness in the amount of $1,500,000, good will 
attributable to the business in the amount 
of $2,000,000 and investments unrelated to 
the business conducted by the transferor in 
the amount of $575,000, or an aggregate 
amount of $4,075,000. The tangible business 
assets and good will acquired amounted to 
approximately eighty-six per cent of the total 
assets. With the exclusion of good will, only 
about seventy-two per cent of the total as- 
sets were acquired. In holding that “sub- 
stantially all of the properties” had been 
acquired, the court stated: 


“The ‘other assets’ retained by the old 
company, while substantial in amount, were 
merely investments held by it. If the old 
company had distributed these ‘other assets’ 
to its stockholders prior to these transac- 
tions rather than afterward, it could not have 
been denied that the old company had trans- 
ferred ‘substantially all’ of its property to 
the new company.” 


The Gross and First National Bank 6f Al- 
toona cases would seem to indicate that con- 
siderable leeway is permitted if all of the 
assets necessary to carry on the business 
are acquired.” However, it is believed that 
this proposition is by no means clearly es- 
tablished as the prevailing law. It would 
have been very helpful if the Supreme Court 
had passed on one or both of these sets of 

41 39-2 ustc {| 9568, 
1939). 

4 See also Western Industries Company v. 


Helvering, 36-1 vustc { 9083, 82 F. (2d) 461 
(CA of DC, 1936). 


104 F. (2d) 865 (CCA-3, 
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facts.“ In any event, these cases are strong 
precedent for the premise that the type of 
assets retained should be considered, and 
that each case must be resolved upon its 
own facts and circumstances. 


Ownership of Stock 
Prior to Asset Acquisition 


But what if Corporation A, having previ- 
ously acquired a part of the stock of Cor- 
poration B for cash, now acquires all of the 
assets of Corporation B solely for voting 
stock? A similar situation, where Corpora- 
tion A is merged with Corporation B in a 
statutory merger, has previously been con- 
sidered. In a statutory merger the advisabil- 
ity of having Corporation A issue its stock 
for the stock of Corporation B which it owns 
and receive it back in the merger has been 
pointed out. This procedure is equally ap- 
plicable where an acquisition of assets in 
exchange for voting stock is involved. As 
pointed out previously, the General Motors 
Corporation case, which involved this precise 
point in connection with an acquisition of 
assets for voting stock, was not acquiesced 
in by the Commissioner, and the nonacqui- 
escence in this case has never been revoked. 


However, a yet more fundamental ques- 
tion may be involved. If Corporation A 
acquires stock of Corporation B for cash, 
and subsequently acquires all the assets of 
B in exchange for voting stock, might it not 
be argued that in reality Corporation A has 
acquired the assets of Corporation B for 
cash plus voting stock, and that the trans- 
action is thus excluded from the benefits of - 
the reorganization sections? 


This question was passed upon by the 
Board of Tax Appeals in Winston Brothers 
Company.“ In this case Winston owned ap- 
proximately sixty-eight percent of the com- 
mon stock of Winston-Dear Company. 
Pursuant to a plan of reorganization, Winston 
acquired all of the business and assets of 
Winston-Dear Company, subject to all of 
its liabilities and obligations, in exchange for 
a part of its stock, Upon consummation of 
the reorganization Winston issued its stock, 
including the stock applicable to the stock 
which it owned in Winston-Dear, which 
stock it received back and canceled. The 
Commissioner argued that the substance of 
the transaction was that Winston had issued 


43.No petition for writ of certiorari was filed 
in Gross case; in First National Bank of AI- 
toona, petition for writ of certiorari was dis- 
missed by the petitioners without consideration 
by the Supreme Court. 

* CCH Dec. 8380, 29 BTA 905 (1934). 
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certain of its shares to the minority stock- 
holders of Winston-Dear in exchange for a 
pro-rata part of that company’s assets and 
received the remaining assets of that com- 
pany in liquidation of Winston-Dear. The 
Tax Court held that the transaction came 
within the express language of Section 112 
(b) (3), that is, an exchange of stock for 
stock in a reorganization. On appeal,® the 
Eighth Circuit affirmed the decision of the 
Board of Tax Appeals. Later the Board’s 
decision was acquiesced in by the Commis- 
sioner.” 


This decision does not necessarily dispose 
of this question if the acquisition of Corpo- 
ration B’s stock for cash is in anticipation of 
the subsequent acquisition of Corporation 
B’s assets by Corporation A in exchange for 
that corporation’s voting stock. In recent 
years the courts in many instances have 
viewed a series of related transactions as 
though they were, in effect, but one trans- 
action. In the case at hand the application 
of this doctrine might be fatal. It does not 
appear too speculative to assume that a court 
might declare that these two related trans- 
actions amounted, in substance, to an acqui- 
sition of assets for cash plus voting stock.” 


On the other hand, it might well be argued 
that such treatment is contrary to the clearly 
expressed intent of Congress. Under the 
Revenue Acts of 1928 and 1932 the defini- 
tion of “reorganization” included “a merger 
or consolidation including the acquisition by 
one corporation of . . . substantially all of 
the properties of another corporation.” Thus, 
under these acts the acquisition of substan- 
tially all the properties of another corporation 
was, by definition, a merger or consolida- 
tion. In connection with its consideration 
of the Revenue Bill of 1934, the Ways and 
Means Committee of the House of Repre- 
sentatives, for the stated purpose of prevent- 
ing the reorganization sections from being 
used to avoid taxation on transactions which 
were really sales, proposed to amend the 
existing definition so as to limit it to statu- 
tory mergers and consolidations.® 


The report of the Senate Finance Com- 
mittee “” regarding the proposed revision of 
the definition stated: 

“Your Committee is in complete agree- 
ment with the purposes of the House Bill 
which aim at tax avoidance schemes in this 
connection. However, some modifications 





45 35-1 ustc § 9212, 76 F. (2d) 381 (1935). 

46 1940-2 CB 8. 

4 Prairie Oil &€ Gas Company v. Motter, 3 
ustc § 1142, 66 F. (2d) 309 (CCA-10, 1933); 
Commissioner v, Ashland Oil & Refining Com- 
pany, 38-2 ustc § 9580, 99 F. (2d) 588 (CCA-6, 
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are recommended in order to bring about a 
more uniform application of the provisions 
in all 48 of the states. Not all of the states 
have adopted statutes providing for mergers 
or consolidations; and, moreover, a corpora- 
tion of one state cannot ordinarily merge 
with a corporation of another state. The 
Committee believes that it is desirable to 
permit reorganizations in such cases with 
restrictions designed to prevent tax avoid- 
ance.” 


The Senate committee thereupon recom- 
mended that the definition of reorganization 
include the acquisition of substantially all 
the properties of another corporation by one 
corporation in exchange solely for its vot- 
ing stock. This provision was enacted as 
part of the Revenue Act of 1934. It has re- 
mained in the statute without substantive 
change to this date. 


Since a merger of Corporation B into Cor- 
poration A, where Corporation A has previ- 
ously acquired stock in Corporation B for 
cash, has the unquestioned status of a tax- 
free reorganization, it would appear that the 
alternative route of a Section 112 (g) (1) 
(C) transaction should be afforded the same 
treatment. This conclusion is based on the 
clearly expressed intent of Congress. The 
possible exception occurs where the acquisi- 
tion of stock for cash and the subsequent 
acquisition of assets for voting stock may 
be construed as one over-ali transaction. 
This last situation should be avoided if any 
other method of effecting the combination 
is feasible. 


Dividing Existing Businesses 


Prior to the Revenue Act of 1934 it was 
comparatively simple to divide existing cor- 
porate businesses. Section 112 (g) of the 
Revenue Act of 1932 provided: 


“If there is distributed, in pursuance of 
a plan of reorganization, to a shareholder in 
a corporation a party to the reorganization, 
stock or securities in such corporation or in 
another corporation a party to the reorganiza- 
tion, without the surrender by such shareholder 
of stock or securities in such corporation, 
no gain to the distributee from the receipt 
of such stock or securities shall be recog- 
nized.” 

This section of the 1932 act is similar to 
Section 112 (g) of the 1928 act and Section 
203 (c) of the 1926 and 1924 acts. 


1938); West Texas Refining & Development 
Company v. Commissioner, 3 ustc { 1202, 68 
F. (2d) 77 (CCA-10, 1933); Koppers Coal Com- 
pany, CCH Dec. 15,179, 6 TC 1209 (1946). 

48 Supra, footnote 2. 

49 1939-1 (Part 2) CB 598. 



































































































































































































































































































































































































































































































































































































Under the provisions of this section, if 
Corporation A engaged in two businesses, 
Corporation A could form a subsidiary, Cor- 
poration B, to which could be transferred 
one of the businesses in exchange for all of 
Corporation B’s stock, which stock could be 
distributed to the stockholders of Corpora- 
tion A tax free without their surrendering 
any part of their stock in Corporation A. 


In its report on the 1934 Revenue Act the 
Ways and Means Committee of the House 
of Representatives stated: 


“In the first place, the Committee recom- 
mends that Section 112 (g) be omitted from 
the Bill. This paragraph provides that a 
corporation, by means of a reorganization, 
may distribute to its shareholders stock or 
securities in another corporation, a party to 
the reorganization, without any tax to the 
shareholder. By this method corporations 
have found it possible to pay what would 
otherwise be taxable dividends without any 
taxes upon their shareholders. The Com- 
mittee believes that this means of avoidance 
should be ended.” ® 


Section 112 (g) was excluded from the 
1934 act. Subsequent laws have contained 
no similar provision. Such a distribution of 
Corporation B’s stock to the stockholders 
of Corporation A would now be taxable as 
a dividend to the shareholders of Corpora- 
tion A to the extent of earnings and profits 
available. 


Definitions 


The terms “split-up,” “split-off” and “spin- 
off” are in current vogue as means of describ- 
ing the various ways of dividing existing 
corporate businesses. 


A “split-up” occurs when an existing cor- 
poration transfers its assets to two or more 
newly formed corporations in exchange for 
their stock and thereafter distributes the 
stock of the newly formed corporations to 
its stockholders and dissolves, all as a part 
of a plan of reorganization. 


The term “spin-off” describes the type 
of reorganization covered by Section 112 
(zg) of the Revenue Act of 1932, whereby a 
corporation transfers a part of its assets to 


50 Supra, footnote 2. 

51 Section 112 (g) (1) (D) defines a ‘‘reor- 
ganization’’ to include ‘‘a transfer by a cor- 
poration of all or a part of its assets to another 
corporation if immediately after the trans- 
fer the transferor or its shareholders or both 
are in control of the corporation to which the 
assets are transferred.’’ Section 112 (h) defines 
‘“‘control’’ as ‘‘the ownership of stock possess- 
ing at least 80 per centum of the total com- 
bined voting power of all classes of stock 











a newly formed corporation in exchange for 
its stock and thereafter distributes the stock 
of the new corporation to its stockholders, 
such stockholders surrendering no part of 
their stock. 


The “split-off” type of reorganization is 
the same as the “spin-off” type, except that 
the stockholders surrender a portion of their 
stock in exchange for the stock of the newly 
formed corporation received by them. 


Taxability Under Current Law 


For purposes of illustration, assume that 
Corporation A manufactures and distributes 
a complete line of electrical appliances and 
also a line of power tools. Assume further 
that for cogent business reasons it is desira- 
ble (1) to transfer the electrical appliances 
business to Corporation B and (2) to have 
the stock in Corporation B owned by Cor- 
poration A’s stockholders rather than by 
Corporation A itself. 


One method of achieving this result would 
be to consummate a “spin-off” type of re- 
organization, whereby Corporation A would 
transfer the electrical appliances business to 
Corporation B in exchange for its stock and 
thereupon distribute the stock of Corpora- 
tion B to its stockholders. There can be no 
doubt but that these transactions constitute 
a reorganization under Sections 112 (g) (1) 
(D) and 112 (h), in that there is a transfer 
of a part of Corporation A’s assets to Cor- 
poration B. The transaction also meets the 
technical requirements of Section 112 (b) 
(4)," in that Corporation B, a party to a 
reorganization, has received property from 
Corporation A, a party to a reorganization, 
in exchange for its stock, all pursuant to > 
plan of reorganization. No problems arise 
from the continuity-of-interest doctrine or 
business-purpose doctrine ™ made requisites 
by judicial legislation. 

Unfortunately, the same cannot be said 
for the stockholders of Corporation A, With- 
out the umbrella afforded by the repealed 
Section 112 (g), they have received a divi- 
dend taxable to the full extent of the fair 
market value of Corporation B’s stock at the 
time of distribution under Section 29.112 


entitled to vote and at least 80 per centum of 
the total number of shares of all other classes 
of stock of the corporation.’’ Section 112 (b) (4) 
provides: ‘‘No gain or loss shall be recognized 
if a corporation a party to a reorganization 
exchanges property, in pursuance of the plan 
of reorganization, solely for stock or securities 
in another corporation a party to the reor- 
ganization.”’ 

52 Gregory v. Helvering, 35-1 ustc { 9043, 293 
U. S. 465. 
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(g)-5 of Regulations 111. The reason for 
this is that although the stockholders of 
Corporation A received B’s stock as a result 
of a statutory reorganization, the receipt of 
this stock is not tax exempt to them, because 
they have failed to meet the requirements of 
Section 112 (b) (3); there was no exchange 
of stock since they gave up nothing. 


This is illustrated by the case of Samuel 
L. Slover,® which indirectly involved a “spin- 
off.” During 1935 the S. L. Slover Corpora- 
tion organized a new corporation, Fayner, 
to which it transferred certain properties in 
exchange for Fayner’s stock. Such stock 
was immediately distributed to the sole 
stockholder of Slover. The Commissioner 
assessed and collected a tax from the sole 
stockholder upon the theory that the distri- 
bution was a dividend, While the point in- 
volved in the present case was the taxability 
of subsequent distributions, the court specif- 
ically approved of the Commissioner’s treat- 
ment of the 1935 distribution. 


Another method of achieving this result 
would be to consummate a “split-off” type 
of reorganization. As stated heretofore, the 
“split-off” is different from the “spin-off” 
only in the fact that the stockholders sur- 
render a part of their old stock. However, 
inability of the stockholders in a “spin-off” 
to meet the technical requirements of Sec- 
tion 112 (b) (3), that is, an exchange of 
stock for stock, is not present in a “split- 
off.” An exchange which appears to meet 
the requirements of Section 112 (b) (3) 
would seem to occur in the hypothetical set 
of facts set forth above if the facts are al- 
tered to have the stockholders of Corporation 
A surrender a part of their stock in exchange 
for the stock of Corporation B. 


However, no matter how neatly these 
transactions fit into the framework of the 
Internal Revenue Code, one is immediately 
confronted with the fact that, in substance, 
the “split-off” is in no way different from 
the “spin-off.” In both instances each stock- 
holder ends with the same proportionate in- 
terest in Corporation A which he previously 
had, and, in addition, has obtained stock in 
Corporation B. 


Fry Case 


However, there is some support for the 
use of the “split-off” type of reorganization 
in a proper case. In W. N. Fry™ a state 
bank became hard pressed as a result of a 
run on the bank during 1933, and borrowed 


53 CCH Dec. 15,119, 6 TC 884 (1946). 
% CCH Dec. 14,836, 5 TC 1058 (1945). 
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from the Reconstruction Finance Corpora- 
tion, Subsequently, the state bank caused 
a national bank to be formed and trans- 
ferred substantially all of its liquid assets 
and business to the national bank in ex- 
change for its stock, such stock being pledged 
with the Reconstruction Finance Corpora- 
tion. Several years later a part of the stock 
of the national bank was released from the 
pledge. The state bank thereupon distrib- 
uted the released stock to its stockholders 
pro rata, and simultaneously cut in half the 
par value of the state bank’s stock and trans- 
ferred the difference to surplus. The Com- 
missioner held that the distribution of the 
national bank’s stock was in partial liquida- 
tion, and that the gain realized therefrom 
was taxable as a short-term capital gain un- 
der the law then in effect. The Tax Court 
held that the distribution was but one step in 
an integrated transaction qualifying as a re- 
organization, and that an “exchange” had 
been effected under Section 112 (b) (3). 


“Section 112 (b) (3) ... contains no re- 
quirement that the stock be surrendered. 
The critical consideration is whether or not 
there was an ‘exchange’ of stock for stock. 
... We do not believe the mere mechanics 
of procedure should blind us to the realities.” 


While the Fry case leaves much to be de- 
sired from a factual point of view, it does 
support the proposition that the stock re- 
ceived by a stockholder in a “split-off” type 
of reorganization is received in a tax-free 
transaction. H. A. Menefee™ also appears to 
support this position. 


Nevertheless, it appears that the Bureau 
will not grant a favorable ruling on a “split- 
off.” Under what appears to be the Bu- 
reau’s policy, a “split-off” is so closely 
related to a “spin-off” as to be placed in the 
same class of taxable exchanges so far as 
the stockholders are concerned. But, as 
pointed out heretofore, the Bureau has strong 
support for its position in the history of the 
repealed Section 112 (g). 


The third type of reorganization, the “split- 
up,” could be applied to the hypothetical 
example by causing Corporation A to form 
two new corporations, B and C, and to trans- 
fer the electrical appliance business and as- 
sets to Corporation B and the power tool 
business and assets to Corporation C. The 
stock of Corporations B and C could then 
be distributed to the stockholders of Cor- 
poration A, and Corporation A thereupon 
dissolved. While the result is the same as 
that achieved through the use of the “spin- 


CCH Dec. 12,485, 46 BTA 865 (1942). 



























































































































































































































































































































off” and “split-off,” there is a fundamental 
difference when the “split-up” method is 
used. The original corporation goes out of 
existence, and two new corporations take 
its place. Of the three types discussed herein, 
the “split-up” is the only one in which there 
appears a possibility of favorable Bureau 
reaction upon a request for ruling. 


Approval of ‘‘Split-up’’ 


A well-known instance in which a “split- 
up” was approved by the Bureau is the 
Drug, Inc. reorganization.” A recent case in 
which a favorable ruling was obtained by a 
taxpayer involved the following facts: 


The A Corporation was incorporated in 
the 1920’s, and, as a result of a number of 
reorganizations, acquired a number of unre- 
lated businesses which were widespread 
geographically. The taxpayer proposed that 
four new corporations be organized, each 
of which would acquire the net assets and 
business of one of the businesses owned by 
Corporation A. The stocks of the four new 
corporations were to be distributed to the 
stockholders of Corporation A in exchange 
for all of the outstanding stock of Corpora- 
tion A, to be followed by that corporation’s 
dissolution. The business reasons behind the 
proposed reorganization were (a) that the 
present corporate organization was unwieldy, 
(b) that each separate business required 
local management and could function better 
as a separate corporate entity, and (c) that 
capital could be obtained for one of the 
businesses if separately incorporated without 
requiring an investment in all of them, In 
this case the Bureau ruled favorably and 
entered into a closing agreement with the 
taxpayer. 

In another recent case, the Bureau ruled 
favorably on a “split-up” where the business 
reasons were given as (1) lack of geograph- 
ical integration; (2) the fact that two man- 
agements were required, and that each could 
be better rewarded according to its success 
and better controlled through a separate 
corporate entity and (3) the fact that sep- 
aration simplified labor problems. 













The above rulings are, perhaps, typical of 
what may be accomplished if a taxpayer has 
bona fide business reasons for the reorgan- 





56 Letters dated September 29, 1933, and Oc- 
tober 4, 1933. See Explanation at 492 CCH 
776.115. 

‘7 This amendment also amended Section 
113 (a) of the Internal Revenue Code by adding 
a new paragraph (23) thereof as follows: 

“If the property consists of stock distributed 
on or after August 1, 1949, to a taxpayer in 
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ization. However, the Bureau will quickly 
reject any “split-up” reorganizations which 
have superficial business purposes but are 
in reality designed primarily to permit indi- 
viduals to obtain corporate earnings at cap- 
ital gains rates while retaining substantially 
the same interest in the business. 


Legislation 


In recent years there have been renewed 
efforts to re-enact repealed Section 112 (g), 
or its modern counterpart. The McGill com- 
mittee championed its re-enactment several 
years ago. Subsequently the Revenue Revi- 
sion Bill of 1948 provided for “split-ups” and 
“spin-offs” (and for “split-offs” by impli- 
cation), if the transaction was not a device 
for the distribution of earnings or profits to 
the shareholders and the Gregory doctrine 
was not violated. This bill, of course, was 
never enacted into law. 


A further attempt to legitimatize “spin- 
offs” was made in 1949. A floor amendment 
to the Technical Changes Bill (H. R. 5268), 
which was passed by the Senate on Septem- 
ber 16, 1949, stated: 


“Section 112 (b) of the Internal Revenue 
Code is hereby amended by adding after 
paragraph (10) thereof the following new 
paragraph: 


“ee 


(11) Distribution of stock on reorgan- 
ization: If there is distributed, in pursuance 
of a plan of reorganization, to a shareholder 
of a corporation which is a party to the re- 
organization, stock in another corporation 


which is a party to the reorganization, with- . 


out the surrender by such shareholder of 
stock in such a corporation, no gain or loss 
to the distributee from the receipt of such 
stock shall be recognized.’ ” 


This section was deleted by the Confer- 
ence Committee, and the bill as finally passed 
by both houses contained no reference to 
“spin-offs.” 


The discussion of the above floor amend- 
ment to H. R. 5268 clearly indicates, how- 


ever, the Bureau’s present attitude—it will - 


not approve “spin-offs” but will approve 
“split-ups” in appropriate cases, The clue 
to this lies in the statement of Senator 
Johnson: “The purpose of this amendment 


connection with a transaction described in Sec- 
tion 112 (b) (11), the basis in the case of the 
stock in respect of which the distribution was 
made shall be apportioned, under rules and 
regulations prescribed by the Commissioner 
with the approval of the Secretary, between 
such stock and the stock so distributed.”’ 
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is to make certain that spin-offs will have 
the same tax status as split-ups.” * 

At present there seems to be little likelihood 
of favorable legislation on “spin-offs” and 
“split-offs” in the near future. However, the 
adherence of the Bureau to its present policy 
of permitting bona fide “split-ups” should 





afford a satisfactory solution in the majority 
of situations where the division of existing 
corporate businesses have sound corporate 
business purposes and are not designed pri- 
marily to distribute ordinary dividends at 
capital gain rates. [The End] 





58 Congressional Record of September 16, 1949. 
The statement of Senator Johnson states, in 
part: 

‘“‘While the business purpose test in Gregory 
v. Helvering (293 U. S. 465) (which held that 
a reorganization which was a pure sham and 
had no business purpose to justify it was not 
a valid one under the statute) will apply to 
this, as well as to other reorganizations, it 
is not intended that the mere fact that assets 
spun-off consist of stocks or securities will pre- 
vent the application of the amendment. Valid 
business reasons frequently exist for segrega- 








tion of such assets in corporate form, rather 
than their direct distribution. For example, 
stocks and securities may not be readily dis- 
tributable, or their distribution might disrupt 
the market, or unity of management and con- 
trol may be desirable. 

“Of course, the same would apply where the 
portion of the business spun-off is already or- 
ganized as a separate corporation, with the 
result that stock rather than the underlying 
assets of the corporation is transferred to the 
new corporation whose stock is distributed.’’ 








INCOME TAX ACCOUNTING 


By ROBERT JEFFERSON 


THE AUTHOR-LECTURER IS WITH THE FIRM OF PRICE, WATER- 
HOUSE & COMPANY, CHICAGO. HE IS A MEMBER OF THE FEDERAL 
TAXATION COMMITTEE, ILLINOIS STATE CHAMBER OF COMMERCE 


N ARK ANTONY is reported to have 
1VE said, “I come to bury Caesar—not to 
praise him.” Similarly, I am not here to 
defend the government in its tax collection 
policies. Nevertheless, taxpayers’ problems 
are often created by other taxpayers. Many 
taxpayers are adversely affected by the 
abuses practiced by a few. I have never 
worked for the government and never ex- 
pect to—if that can be said when half of 
one’s income is taken by the government in 
taxes. It should also be understood that I 
do not take issue with those taxpayers or 
their representatives who have utilized all 
of the so-called “loopholes” which they 
could find in the law. Let him who is with- 
out guilt in this regard cast the first stone. 
However, it must be admitted that the maze 
of contradiction in our tax-case law too often 
is attributable to an effort on the part of 
the courts to arrive at an equitable conclu- 
sion in the interest of public policy in order 
to correct the abuses of loopholes in the law. 

Our tax-accounting problems, then, arise 
from the application of broad and arbitrary 
rules generated out of those decisions and 
adversely affect many taxpayers. For .ex- 


13 ustc J 1023, 287 U.S. 462. 
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ample, prior to March 4, 1923, one could 
exchange almost any kind of investment 
property, including stocks and bonds, for 
other property of like kind or use and no 
gain or loss was recognized. This developed 
a practice between customer and broker of 
having the broker buy for his own account 
any security designated by the customer and 
exchange it for the security that the cus- 
tomer wanted to sell, so that taxpayers 
could engage in trading in and out of vari- 
ous stocks and bonds at random without 
recognizing taxable gain or loss. So the 
law was amended to limit tax-free exchanges 
to exclude all types of property normally 
traded on exchanges and for practical pur- 
poses reserving as tax exempt only ex- 
changes of real estate for real estate. Simi- 
larly, twenty years ago almost any kind of 
a corporate reorganization or refinancing 
could be set up without fear of a tax to the 
security holders. Then the Supreme Court 
rendered its decision in Pinellas Ice and Cold 
Storage Company v. Commissioner’ in Jan- 
uary, 1933, holding that a recapitalization 
claimed to be tax free, where the securities 
consisted of alleged bonds which were re- 
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tired within thirty days, was a transaction 
which amounted to an ordinary sale. Two 
years later the Supreme Court decided the 
famous Gregory case’ further circumscribing 
reorganizations and introducing the “busi- 
ness purpose” doctrine. Since that time tax- 
payers have been forced to approach every 
problem of corporate reorganization, no 
matter how ordinary and necessary it may 
be in the scheme of business progress, nor 
how devoid of sinister motive, with a fear 
that the Treasury may attack some step of 
the transaction, alleging a gain and resulting 
tax, even though in the nature of the transac- 
tion there was no realization of negotiable 
proceeds with which a tax could be paid. 


Thus developed a series of hard and fast 
rules governing tax accounting for a wide 
variety of transactions, to which new rules 
are added daily. Financial accounting, on 
the other hand, is largely individual opinion 
applied to specific situations, and lacks the 
rigid rule of uniformity found in tax case 
laws—at least until the Securities Exchange 
Commission makes a rule. 


Interesting Conjecture— 
But Irrelevant 


However, we are not here to try the issue 
of whether the action taken by government 
employees in settling tax cases generates 
tax avoidance on the part of disgruntled 
citizens or the trickery of some taxpayers 
justifies the attitude of suspicion adopted by 
some Treasury Department representatives. 
We do not even have to determine which 
came first—the hen or the egg. We do 
know that, year by year, in terms of strin- 
gent tax rules and abuses there appear to 
be-more hens and more eggs. 


More than thirty years ago when the first 
important set of Rules and Regulations and 
Treasury Rulings were compiled by the Tax 
Advisory Board under the leadership of the 
late Dr. Adams, the basic stress was on 
common sense interpretation of business 
transactions, and the application of prin¢iples 
of accounting predominated. Many of those 
rules have never been abrogated, such as 
those governing the use of inventories to 
determine profits, the consistent application 
of either accrual accounting or cash receipts 
and disbursements, the requirement that the 
income be determined in accordance with 
the method of accounting regularly em- 
ployed which prevails in the relevant in- 
dustry, the requirement for application of a 





2Hvelyn F. Gregory wv. Helvering, 35-1 ustc 
1 9043, 293 U. S. 465. 
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consistent method of accounting from year 
to year and many others. 


Through the years, however, there has 
developed a series of exceptions to the 
simple basic rules, of which the following are 
a few examples: 


1. Items regarded by accountants as 
either unrealized income or not income in 
any sense, but which for purposes of federal 
taxation are included in income: 


a. Lump-sum advance rentals received 
without restrictions and bonus payments re- 
ceived for a lease. (Payer, however, is re- 
quired to spread such payments over the 
lease life.) 


b. A computed excess over the cost of 
property acquired, for less than market 
value, from a corporation in which the tax- 
payer is a shareholder. 


2. Items included by accountants in income, 
but excluded by the Internal Revenue Code: 


a. Interest on obligations of states and 
cities and on federal obligations issued prior 
to March 1, 1941. 


b. Interest received on defaulted in- 
terest coupons of an obligation purchased 
at a flat price. 

c. Gain on retirement of indebtedness 
under bankruptcy laws or a retirement of 
debt, which is considered gratuitous, nego- 
tiated directly with bondholders. 


d. Recovery of a bad debt where original 
write-off did not result in a tax benefit. 


3. Items regarded by accountants as 
bona fide expenses but not allowed as deduc- 
tions in computing taxable net income: 

a. Interest on indebtedness incurred to~- 
carry wholly tax-exempt securities. 

b. Import, excise and stamp taxes (un- 
less ordinary and necessary business ex- 
penses). 

c. Charitable contributions in excess of 
five per cent of net income. 


4. Depletion in excess of amount based 
upon the general accounting basis of “cost,” 
allowed for tax purposes: 

a. Under the “discovery value” theory 
which recognizes the fair market value of 
property after discovery of a deposit. 

b. On a “percentage” of income basis. 

Furthermore, there are several ways in 
which the federal income tax law makes a 
distinction between capital gains and other 
income, e. g., the difference in tax rates on 
a net gain from sales of capital assets and 
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the limitation of losses being deductible 
only to the extent of gains. 


The foregoing enumeration is concededly 
not complete, and you can undoubtedly think 
of many more examples. For instance, there 
are many items where accounting practice 
requires day-to-day accrual, but tax account- 
ing recognizes an event at an instant of 
time as fixing the entire accrual for a year 
or longer. Most of those items have at least 
reached a fixation stage—we know the pre- 
vailing rule and can be governed according- 
ly, at least until the rule is changed. But 
now let us look at a few of the more recent 
variations—still in a state of flux—and which 
may have changed again while I am trying 
to summarize the current tide of battle. 


Is Vacation Pay Problem Settled? 


The apparent rule for income tax purposes 
was set forth in G.C.M. 25261, 1947-2 CB 44, 
which provides for accrual and deduction of 
vacation pay determinable at the end of the 
year under a union contract then in effect, 
but there is a discussion of taking into ac- 
count events occurring within a “reasonable 
time” after the end of the year. Under a 
contract dated April, 1945, provision was 
made for vacation payments of $75 to all 
employees with a record of one year’s 
standing prior to May 31, 1945, with pro- 
rata payments for full months of employ- 
ment in the case of employees beginning 
employment or terminating employment 
during the qualifying period. A contract 
providing for increased vacation benefits was 
dated May 31, 1946, but it was held that the 
amount of the accrual at December 31, 1945, 
was to be computed in accordance with the 
earlier contract. Under the rule set forth in 
Fawcus Machine Company v. U. S.; “No at- 
tempt should be made to include things 
which cannot be learned until beyond a rea- 
sonable time after the tax period...” (else- 
where in the case stated to be up to March 15). 

During the current year there was pub- 
lished I.T. 3956, 1949-12-13102, permitting 
accrual and deduction of vacation pay in the 
case of railroad corporations, which vacation 
pay was contingent upon the performance of 
160 days of compensated service during the 
preceding calendar year. The union contract 
provided, in addition to the 160 days of serv- 
ice, that “no vacation with pay, or pay in 
lieu thereof will be due an employee whose 
employment relation with a carrier has ter- 
minated prior to the scheduled vacation pe- 
riod.” Termination was not deemed to 
include layoffs, leaves of absence, or absence 


32 ustc { 635, 282 U. S. 375 (1931). 
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on account of sickness or disability. The 
amount of the accrual was held to be deter- 
minable and deductible, notwithstanding the 
fact that certain or even all vacation pay- 
ments may be precluded by termination of 
employment. 


Applying the principles underlying these 
rulings, however, indicates there are several 
unanswered questions. A vacation agreement 
which has recently come to our attention 
provides that employees should have com- 
pleted 1,500 hours of work in the qualifica- 
tion period from July 1 to June 30 as one 
of the prerequisites for receiving a vacation 
or pay in lieu thereof. The revenue agent 
has disallowed deductions at December 31 
of 1945 and 1946 of the vacation liability paid 
in the succeeding years, on the basis that a 
man working 50 hours per week would amass 
only 1,300 hours during the qualification 
period and prior to December 31. It was 
pointed out that under I.T. 3956 there was 
applied the principie that the accrual of a 
liability is not precluded by the fact that the 
employment relationship may be terminated 
prior to the scheduled vacation. If it is as- 
sumed an employee will not have terminated 
his employment relationship prior to the va- 
cation period, why is not the employer fully 
justified in believing that by that date he 
will have completed the qualifying number 
of working hours? Also, why should not the 
working hours completed within a “reason- 
able time” (say March 15) after the end of 
the year be taken into account? 


The question of accruals for vacation pay 
is important because a taxpayer may be al- 
lowed, in effect, two deductions in one year, 
i. e., the amount paid during the year and an 
accrual for the following year under a new 
union contract where none has existed previ- 
ously. Or if there has been a union agree- 
ment in existence but no accrual has been 
made, a rapidly increasing amount might 
justify a claim for refund, even though one 
year’s vacation expense may be permanently 
lost as a deduction for tax purposes. Inas- 
much as some of the excess-profits-tax years 
are still open, vacation-pay accruals loom 
even more important. 


Retroactive Wage Adjustments 


The question of accruals for tax purposes 
of retroactive wage adjustments was consid- 
ered in I.T. 3716, 1945 CB 140, which allows 
current deductions for back pay, as follows: 

A, Where the employer is ready and will- 
ing to pay retroactive wage increases re- 
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quiring approval of the National War Labor 
Board, the payments are deductible for the 
year in which the application was filed with 
the board. 

B. Where the employer contests the wage 
increases, retroactive pay increases ordered 
by the NWLB are deductible only in the 
year the controversy is settled, under the 
rationale of Atlantic Coast Line Railroad Com- 
pany,‘ in which case a deduction from 1940 
income was sought for payments made pur- 
suant to a decision in 1940 under the Fair 
Labor Standards Act of back pay for serv- 
ices rendered in 1938 and 1939. The Tax 
Court held the deduction in 1940 was proper, 
citing Dixie-Pine Products Company v. Com- 
missioner® E 

Previous to the Atlantic Coast Line case, the 
commissioner had maintained (I. T. 3563, 
1942-2 CB 115) that amounts paid under the 
Fair Labor Stardards Act (as well as back 
pay awards of NWLB) should be claimed 
as deductions from gross income for the 
years in which the services were rendered. 


Despite the above rulings, it has been re- 
ported that in some cases an estimated ac- 
crual was allowed for the years in which 
services were rendered or an accrual was 
allowed on the basis of wage adjustments 
subsequently agreed upon, although some 
employees never claimed the back pay due 
them. In other cases, however, deductions 
were not allowed until the year paid. 


Penalties 


The general rules governing deductions 


for penalties in computing taxable net in- 
come may be stated as follows: 


1. Penalties exacted by the government 
for violation of its laws are not deductible: 


(a) Crimes both mala in se and mala 
prohibita (morally wrong or prohibited by 
statute). 


(b) Civil offenses, e. g., violations of OPA 
regulations, failure to keep required records, 
delinquent payment of taxes, etc. 


2. Penalties required by law to be paid to 


individuals are termed remedial and are de- 
ductible, e. g., liquidated damages to em- 
ployees under Fair Labor Standards Act of 
1938, treble-damage payment to consumer 
for OPA violations, or awards to employees 
ordered by NLRB. 


The foregoing generalizations result from 
development of a “public policy” rule, in the 
case of denial, as deductions of penalties 








paid to a government, The Circuit Court of 
Appeals for the Fifth Circuit stated in the 
case of Commissioner v. Longhorn Portland 
Cement Company * that “The sense of the rule 
that statutory penalties are not deductible 
from gross income is that the penalty is a 
punishment inflicted by the state upon those 
who commit acts violative of the fixed pub- 
lic policy of the sovereign, wherefore to per- 
mit the violator to gain a tax advantage 
through deducting the amount of the pen- 
alty as a business expense and thus to miti- 
gate the degree of his punishment, would 
frustrate the purpose and effectiveness of 
that public policy.” 

Enlargement of this theme is found in 
the recent case of Jerry Rossman Corporation 
v. Commissioner.” In discussing the applica- 
bility of the Hetninger case,* the court says, ' 
“We think that [this] is the right reading: 
. .. Whether the claimed deduction be of 
legal expenses or of fines or forfeitures, its 
allowance depends upon the place of sanc- 
tions in the scheme of enforcement of the 
underlying act....In short... there are 
‘penalties’ and ‘penalties’, and some are de- 
ductible and some are not... [quoting Hein- 
inger| ‘If the respondent’s litigation expenses 
are to be denied deduction, it must be be- 
cause the allowance of the deduction would 
frustrate the sharply defined policies . 
which authorize the Postmaster-General to 
issue fraud orders.’ ... We hold therefore 
that in every case the question must be de- 
cided ad hoc.” 


Price Control Problem 


When does an OPA violation give rise to * 
deductions for tax purposes? The original 
rulings on this question provided: 


1. Payments made to customers by way 
of restitution of unlawful charges (including 
treble damages) and payments to the OPA 
of amounts which might have been claimed 
or sued for by customers are deductible. 


2. Payments made to OPA because of 
overcharges to persons who purchase for 
resale or for use in business and who have 
no right of action (as opposed to consumers ) 
are not deductible. 


After amendment of the Emergency Price 
Control Act by the Stabilization Extension 
Act of 1944, which authorized the adminis- 
trator to institute a civil action in, any case 
in which a buyer, having a cause of action 
against a seller because of a price-ceiling 





*CCH Dec. 14,151, 4 TC 140; acq. 1944 CB 2. 
5 44-1 ustc J 9127, 320 U. S. 516 (1944). 
6 45-1 ustc J 9242, 148 F. (2d) 276 (1945). 
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7 49-2 ustc 7 9333, 175 F. (2d) 711 (CA-2, 1949). 
8 Commissioner v. 8S. B. Heininger, 44-1 vustc 
1 9109, 320 U. S. 467 (1943). 


December, 1949 @© TAX ESG—The Tax Magazine 





1D > 


; | 


a] 


g 
A 


cd 


ig 


). 
Tc 








violation, failed to institute an action within 
thirty days from the violation, the published 
rulings were to the effect that subsequent to 
July 1, 1944, all payments made to OPA 
concerning, price violations are nondeducti- 
ble. Now we must see how the courts re- 
acted when specific cases were litigated. 

In the case of Scioto Provision Company °* 
it was held that a payment made to OPA 
in compromise for a claim of treble damages 
for alleged violation of price ceilings was 
not deductible on the basis that to allow the 
payments as deductions “would frustrate 
sharply defined national or state policies pro- 
scribing particular types of conduct” and 
would be against public policy, in that it 
would mitigate the penalty. 

Similarly, in the case of Garibaldi & Cuneo” 
penalties paid for violation of ceiling-price 
regulations were held not deductible. They 
were not considered as ordinary and neces- 
sary business expenses because the court 
thought they could have easily been avoided 
by computations in compliance with the reg- 
ulations. 

An exception to the general rules was 
found, however, in the Rossman case, supra, 
wherein a deduction was allowed for a pay- 
ment to the OPA for overcharges unwit- 
tingly made and voluntarily disclosed to the 
governmental agency by the taxpayer. In- 
asmuch as it was impractical to refund to 
customers, the taxpayer voluntarily disclosed 
the overcharges to the OPA and tendered pay- 
ment. No proceedings were instituted by 
the OPA, and the payment was held not to 
be a penalty. Even if it were, however, the 
United States Court of Appeals for the Sec- 
ond Circuit indicated the payment would be 
deductible under the Heininger decision be- 
cause such deduction would not frustrate the 
policies of the Emergency Price Control Act. 

Obviously, I have directed attention to 
only a few examples of inconsistency in tax 


* CCH Dec. 16,022, 9 TC 439 (1947). 


accounting and orthodox financial account- 
ing concepts. It should not take any ac- 
countant long to decide that all of the items 
were expenses of conducting a business— 
nor that they should be charged against in- 
come at the earliest date that an obligation 
was known to exist. Some might labor the 
point that opening surplus should be ad- 
justed for material items relating to prior 
years, but the trend appears to be to let the 
prior years’ accounts rest and to absorb any 
such accumulated charges in the year of 
determination. 


In conclusion—When is an allowable de- 
duction from income not a deduction? When 
it is not a deduction in computing statutory 
“gross income,” of course. Under the In- 
ternal Revcnue Code, gross income starts 
with the profit from sales, etc., and provides 
for certain enumerated deductions there- 
from. Consequently, the cost of goods sold, 
cost of manufacturing, and many other 
items, are not “deductions,” but are sub- 
tracted from sales in arriving at gross in- 
come. This situation gives rise to some 
interesting tax problems. For example, the 
cost of illegal purchases is deductible from 
sales by a bootlegger or black market op- 
erator for the purpose of computing taxable 
income, but not so the amount he pays for “pro- 
tection” or similar costs of doing business. 


Under the excess profits tax laws, provi- 
sion was made for adjustment of base period 
earnings for unusual or nonrecurring items 
of deductions. When the expenditure in 
question related to inventory losses or sim- 
ilar items, however, it was held they were 
not statutory deductions but only factors 
in determining gross income. 


Thus, the most important deductions in 
an accounting statement are not “deduc- 
tions” for tax purposes. The solution of 
these problems I leave to you. [The End] 





10 CCH Dec. 16,023, 9 TC 446 (1947). 
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* THE SALE or licensing of a patent 
or trade-mark, the seller’s problem is 
how to obtain the greatest net return after 
taking into consideration the impact of fed- 
eral income taxes. After a willing buyer 
has been found, and there has been a meet- 
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ing of the minds on the consideration to be 
paid, the most important problem is to mini- 
mize the portion of the sales price which 
must be disbursed in the form of income 
taxes. Ordinarily this can be done by enter- 
ing into a transaction the income from which 
will be taxable as a long-term gain in the 
year or years of receipt. In this way, of course, 
only fifty per cent of the income will be tax- 
able, and the rate applicable to the taxable por- 
tion will be limited to fifty per cent. 

Let us first analyze the circumstances 
under which the transaction will be report- 
able as a long-term capital gain. Section 117 
covers the point. To qualify, the transaction 
must satisfy three requirements. First, 
there must be a sale or exchange; sec- 
ond, the subject of the sale must be.a 
capital asset or property used in the 
trade or business of a character which is 
subject to the allowance for depreciation; 
and third, the asset or property must have 
been held for more than six months. 

In order to determine whether a sale or 
exchange has taken place for tax purposes, 
the courts have gone back to a case on 
patent law handed down by the Supreme 
Court in 1891, Waterman v. McKenzie, 138 
U.S. 252. There it was held that the language 
of the instrument was not material, but that 
its legal effect was. In order to constitute a 
sale, the case held, there must be a transfer 
of the right to make, the right to use and the 
right to sell. Failure to transfer all three 
results in a license, the income from which 
does not receive the benefit of the capital 
gain rates. But the transfer of all three re- 
sults in a sale, regardless of the language used. 


This test was applied; and capital gain 
was found in Edward C. Myers, CCH Dec. 
14,992, 6 TC 258, Carl G. Dreymann, CCH 
Dec. 16,526, 11 TC 153, and Kimble Glass 
Company, CCH Dec. 15,963, 9 TC 183, in 
spite of the use of the words of a license 
agreement, since in each case the rights to 
make, use and sell were conveyed. On the 
other hand, where the right to use was not 
expressly conveyed, the agreement was held 
to be a license and resulted in ordinary in- 
come. (Cleveland Graphite Bronze Company, 
CCH Dec. 16,410, 10 TC 974.) Further- 
more, if the agreement specifically states 
that it is not an assignment but merely a 
license, it will be considered a license for tax 
purposes. (Federal Laboratories, Inc., CCH 
Dec. 15,811, 8 TC 1750.) 


The test seems to be confined entirely 
to the legal effect of the instrument; and 
to date there does not appear to be any in- 
dication of a “tax-effect” test, such as that 
set forth for sales preceding corporate liqui- 
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dation in Commissioner v. Court Holding Com- 
pany, 45-1 ustc J 9215, 324 U.S. 331, or for 
family partnerships in Commissioner v. Cul- 
bertson, 49-1 ustc J 9323, 69 S. Ct. 1210. The 
answer to the question of whether or not the 
tide will turn must be left for the future, but 
the question itself must be borne in mind 
by the inventor’s counsel. 

However, it is not essential that the entire 
rights under a patent be sold so long as a 
portion of each right is transferred. Thus, 
capital gains treatment was accorded to the 
sale of a one-half interest in a patent in 
Parke, Davis & Company, CCH Dec. 8748, 
31 BTA 427. In Carl G. Dreymann, supra, 
sales by an inventor and another, each own- 
ing a one-half interest in a patent, were 
held to result in capital gain. This was as- 
sumed to be the case in Paul L. Kuzmick, 
CCH Dec. 16,579, 11 TC 288. A taxpayer 
may sell all foreign patents without dis- 
posing of the United States patents. (Elrod 
Slug Casting Machine Company, CCH Dec. 
16,313(M), 7 TCM 157.) Presumably, the 
transfer of all rights to a patent limited to 
a particular geographic area would result 
in a sale. This principle has been applied 
in determining the tax liability of both the 
vendor and vendee of a trade-mark. Rainier 
Brewing Company, CCH Dec. 15,228, 7 TC 
162; Seattle Brewing & Malting Company, 
CCH Dec. 15,117, 6 TC 856.) 


Contract Situations 


In Arthur N. Blum, CCH Dee. 16,514, 11 
TC 101, the taxpayer, an inventor, was em- 
ployed to work on a particular development 
and agreed to assign to the employer any 
patents taken out in his name. It was held - 
that under established law, title to patents 
resulting from work under the contract 
rested in the employer. Blum, therefore, 
had no asset to sell; and payments to him 
were held to be compensation taxable as 
ordinary income. In Carl G. Dreymann, 
supra, a transfer of patents to the. employer 
was also considered. However, the question 
decided adversely to Blum nine days earlier 
was not raised. Presumably the reason for 
this was that the compensation called for by 
the mixed contract was paid for “time and 
ordinary services,” and not for development 
work on the patent. Thus, the patent be- 
longed in the first instance to the inventor, 
and proceeds of its sale were capital gain. 
The case of Paul L. Kuzmick, supra, likewise 
avoided this discussion on the ground that 
any sale of a capital asset would result in 
short-term rather than long-term gain. 

In William M. Kelly, CCH Dec. 15,844(M), 
6 TCM 646, a single contract provided for a 
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sale of a patent and employment for a period 
of ten years at a stipulated salary. The Tax 
Court refused to accept the Commissioner’s 
argument that the invention had belonged 
to the employer before the agreement was 
made and could not be the subject of sale 
by the employee. It pointed out that the 
taxpayer had not been hired as an inventor 
so as to make the inventions property of 
the employer, and furthermore that the par- 
ties dealing at arm’s length did not consider 
the corporation as the owner. 


An agreement may be construed as a sale 
even though a right to revoke is included 
if such right is clearly a condition subse- 
quent. (Commissioner v. Celanese Corporation 
of America, 44-1 ustc 7 9147, 140 F. (2d) 
339.) Where the purchaser agreed to reas- 
sign the patents should it discontinue manu- 
facture of the patented article for two years, 
the agreement was held to constitute a sale. 
(William M, Kelly, supra.) 


Use in Trade or Business 


In order to obtain the benefit of the cap- 
ital gains section, the taxpayer who has sold 
his patent must show that it was either a 
capital asset or property used in a trade or 
business subject to the allowance for depre- 
ciation. By definition, property held by 
the taxpayer primarily for sale to customers 
in the ordinary course of his trade or busi- 
ness is not a capital asset. 


Avery Case 


3eginning with Harold T. Avery, CCH 
Dec. 12,812, 47 BTA 538, the Commissioner 
has frequently contended that a patent was 
held by the inventor primarily for sale to 
customers in the ordinary course of his trade 
or business. In the Avery case, he was sus- 
tained in this contention, and a resumé of 
the facts on which the Board of Tax Ap- 
peals based its opinion will prove helpful 
in understanding the concept. 


In 1927 Avery filed an application for a 
patent on an invention pertaining to cal- 
culating machines. The following year he 
made arrangements with the Marchant Com- 
pany for use of the invention, and shortly 
thereafter he was engaged by the company 
as its chief engineer. In 1935 the patent 
on the invention was sold and transferred 
to the company. Over a period of years 
Avery had secured about a dozen patents 
relating principally to the aviation industry. 
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Of these patents, three were sold and two 
licensed. Avery endeavored to keep ac- 
quainted with persons working along similar 
lines, and these acquaintanceships were effec- 
tive in obtaining purchasers and licensees for 
inventions. 


The Board held that what might have 
been a hobby originally had ripened into a 
trade or business, and that Avery held the 
patents for sale to others in the ordinary 
course of his business. Accordingly, the 
patent was not a capital asset and gain on its 
disposition was not capital gain. 


Let us consider the various sets of facts 
which have been distinguished from the 
Avery case and have resulted in a holding 
that a capital asset was sold. 


Where an individual engaged in sales- 
promotion work conceived a single inven- 
tion and sold it, it was not considered to 
be held for sale to customers. (Edward C. 
Myers, supra.) A taxpayer who was employed 
as a “trouble shooter” but spent his spare 
time in experimental work at home devel- 
oped four inventions, of which one was sold. 
It was held to be a capital asset. (John W. 
Hogg, CCH Dec. 13,795(M), 3 TCM 212.) In 
Carl G. Dreyman, supra, and William M. 
Kelly, supra, where the taxpayers were obli- 
gated by contract to sell the invention in 
question to their employers, it was held that 
the patents were capital assets. Where an 
inventor secured about forty patents and 
sold most of them to a corporation of which 
he was president and a large stockholder, 
his income was considered to be a capital 
gain. (Leo P. Curtin, CCH Dec. 15,773(M), 
6 TCM 457.) An inventor working under 
an employment contract was required to 
turn over his inventions to the employer. 
However, the employer abandoned one of 
his inventions and allowed him to have all 
rights in it. It was held that sale of this 
invention resulted in a capital gain. (Mau- 
rice B. Cooke, CCH Dec. 14,398(M), 4 TCM 
204.) Where a partnership licensed several 
patents, the sale of one resulted in capital 
gain. (Samuel E. Diescher, CCH Dec. 9787, 
36 BTA 732.) In Lester P. Barlow, CCH 
Dec. 13,218(M), 2 TCM 133, an inventor 
who ordinarily licensed his inventions but 
had sold two was held not to be in the busi- 
ness of selling patents. 


It appears, from the many cases holding 
that the gain realized was capital gain, that 
only a professional inventor who has a his- 
tory of selling rather than licensing his 
inventions will be held to be in the trade or 
business of selling inventions. 
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Holding Period 


The inventor seeking to be taxed at cap- 
ital gains rates has one more hurdle. He 
must show that the invention has been held 
for more than six months. It has been held 
that the period begins when the invention 
is reduced to actual practice. (Samuel E. 
Diescher, supra, and Carl G. Dreymann, su- 
pra.) A question of date of sale arises when 
an inventor under an employment contract 
agrees to assign a patent or invention to 
the employer. In Paul L. Kuzmick, supra., 
there was an oral agreement that the employee 
would assign the invention on which he was 
working to the employer. It was held: that 
the employer acquired a right to the inven- 
tion upon reduction to practice, and that 
therefore the employee had no _ holding 
period. However, in Carl G. Dreymann, the 
court, in determining the date of the sale, 
rejected the date of the agreement to as- 
sign the patent in favor of the date when 
the actual assignment was made. In order 
to have a sale, the court indicated, there 
must be a present passing of title; thus, an 
executory contract did not fix the date of sale. 


Spreading of Income 


The inventor who has’ made a sale of a 
capital asset may still have a problem. Al- 
though he has succeeded in reducing his tax 
liability, it will still be substantial, and he 
must have the funds with which to pay it. 
If the sale is made for a lump-sum consid- 
eration, this problem is eliminated. How- 
ever, this way of eliminating the problem 
may not be attractive. It will result in 
bunching income into a single year, and 
will probably subject it to higher rates than 
those applicable if the income could be spread. 


How, then, can the income be spread? 
One way is to set a fixed selling price to 
be paid over a peviod of years. Then, pro- 
vided certain conditions are met, the tax- 
payer may elect to report income from the 
sale on the installment basis prescribed .in 
Section 44. These requirements, in the case 
of a casual sale of personal property, are 
that the sales price exceed $1,000 and that 
the initial payments do not exceed thirty 
per cent of the sales price. For this purpose, 
the term “initial payments” means all pay- 
ments received during the taxable year of 
the sale in cash or property other than evi- 
dence of indebtedness of the seller. By 
regulation, it is provided that there must 
be at least one payment in the year of sale. 

If the inventor elects to report on the 
installment basis, his income from the sale 
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is reported annually in the proportion that 
the payments for the year bear to total 
payments under the contract. This gives 
a solution where the patent is to be sold for 
a fixed amount payable in installments. But 
what is the inventor’s position if it is de- 
cided that the payments should vary on a 
production or similar basis? In an early 
case, the Supreme Court had occasion to 
consider this question as applied to the sale 
of stock of a mining company for a consid- 
eration of sixty cents a ton on all ore mined. 
It was held that the consideration had no 
determinable fair market value, and that 
the proceeds under the contract should first 
be applied against the basis of the property 
sold and the remainder reported as income 
in the year of receipt. Burnet v. Logan, 2 
ustc J 736, 283 U. S. 404.) This case was 
followed where an inventor sold his patent 
for a certain amount in respect to each tire 
casing manufactured by the purchaser. (Com- 
missioner v. Hopkinson, 42-1 ustc J 9330, 126 
F. (2d) 406.) In Edward C. Myers, supra, 
the same principle was applied. 


Buyer’s Problem 


The problem of the buyer is to obtain a 
deduction for his payments. In the case of 
a trade-mark, this can be done only if he is 
using the trade-mark under a license, for a 
trade-mark which has been purchased is not 
subject to depreciation. In Norwich Phar- 
macal Company, CCH Dec. 8501, 30 BTA 
326, the Board held that under common law 
the right to a trade-mark or trade name 
continues after expiration of the period of 
registration. Thus, there is no period over 
which depreciation deductions may be taken. * 
This position was recognized by the peti- 
tioner in Seattle Brewing & Malting Company, 
supra; and the deduction was lost when the 
court denied the contention of the taxpayer 
that no asset, but only a license, had been 
acquired. 

However, in the acquisition of*a patent, 
the rules are different. If the patent is li- 
censed, payments for its use are deductible 
in the year accrued or paid. If the patent is 
purchased for a fixed sum, the cost may be 
depreciated over the remaining life of the 
patent. But a third course is open. The 
agreement of purchase may call for install- 
ment payments of the purchase price based 
on production or on similar formulas usually 
associated with royalties. In Associated Pat- 
entees, Inc., CCH Dec. 14,440, 4 TC 979, the 
Commissioner contended that under this 
type of agreement the purchaser could not 
deduct the annual payments as royalties 
but must consider them as costs of acquisi- 
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tion of capital assets, subject to depreciation 
over the remaining life of the patents. The 
Tax Court agreed that the payments were 
capital and not deductible as such, but it 
disagreed with the Commissioner’s basis 
for depreciation. It held that depreciation 
need not be computed on a straight-line 
basis, but that income would be properly 
reflected by allowing in each year of the 
agreement depreciation equal to the pay- 
ment accrued in that year. In view of the 
Commissioner’s acquiescence in the case, 
and its quotation, with favor, in later deci- 
sions on related issues, the question appears 
to be settled. 


Summary 


In the case of trade-marks and trade 
names, there appears to be a conflict over 
the benefits for tax purposes between the 
interests of the seller and those of the buyer. 
This is not true of patents. Here the trans- 
action can be qualified as a sale to protect 
the interests of the seller. If the price is to 
be a fixed amount, the buyer will be entitled 
to depreciation, and the seller may in a 
proper case elect to use the installment 
basis. If the price is variable, the buyer may 
deduct it as paid and the seller report it as 
received. [The End] 








PURCHASE 


AND SALE 


OF 
Proprietorships and Partnerships 


By JOSEPH V. LYNSKEY - - 


TM.HE PURCHASE AND SALE of a 

business are an intriguing subject and a 
discussion of all of the ramifications would 
undoubtedly fill a fair-sized book. This paper 
will be confined to the federal income 
tax aspects of the subject. It is recognized, 
however, that the problems of social secur- 
ity taxes, excise taxes and state income taxes 
should not be ignored in planning the pur- 
chase or sale of a business. 

When a business is sold as a unit—as a 
going concern rather than a collection of 
assets—the problem of the nature of the 
gain or loss is posed. In Aaron F. Williams 
v. McGowan, the taxpayer sold his hardware 
business—lock, stock and barrel. The Sec- 
ond Circuit held, in a divided opinion, that 

1 Aaron F, Williams v. McGowan, 46-1 vustc 
7 9120, 152 F. (2d) 570 (1945); on remand 47-1 
ustc J 9169, 70 F. Supp. 31 (DC N. Y., 1947). 
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the business could not be considered as a 
whole, but that Congress meant to com- 
minute the elements of a business. The 
elements must stand or fall separately as 
capital assets under the definition of Sec- 
tion 117 of the Internal Revenue Code. This 
view of the sale of assets was taken by the 
Tax Court in Grace Brothers, Inc.? although 
it did not rely on the Williams case. 


In the Grace case, the taxpayer sold its 
stock in trade and leased its plant and 
equipment. It argued that it had disposed 
of a unitary business as distinguished from 
particular assets, and that therefore the 
profit from the transaction should be treated 
as long-term gain. The Tax Court held 
that the profit as determined from the sale 


2CCH Dec. 16,227, 10 TC 158; aff'd 49-1 ustc 
f 9181, 173 F. (2d) 170 (1949). 
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of the inventory was ordinary income, and 
discarded the unitary-business theory be- 
cause of the facts in the case. The court 
did not cite the Williams case. On appeal, 
the Ninth Circuit affirmed the Tax Court. 


In Constantine H. Kavalaris* the taxpayer 
sold his business operated as a café and 
bar for a lump sum and reported the gain 
as a capital gain. The Tax Court, without 
a single citation, held against the taxpayer 
chiefly upon lack of evidence. The year 
involved was 1940, and Code Section 117(j) 
was not then applicable. 


In Green v. Allen* the taxpayer sold the 
good will, advertising accounts and con- 
tracts of his agency in 1938. In his 1940 
and 1941 returns he included the install- 
ments of the purchase price as ordinary 
income, and later filed suit for refund on 
the theory that the transaction was the sale 
of an advertising agency which was a capital 
asset. The District Court of Georgia held 
that it was unnecessary to decide the inter- 
esting question of whether the sale in its 
entirety was the sale of a capital asset, and 
ruled against the taxpayer upon the grounds 
that the contracts constituted the substan- 
tial value conveyed. The Williams case was 
not cited. 


Thus, the Williams case appears to stand 
alone as authority for the proposition that 
in the sale of a going business the package 
price must be comminuted and the respec- 
tive elements of the business classified for 
capital gain or ordinary gain. The reasoning 
of the opinion is impaired only by the dis- 
sent of Judge Frank, who relied upon the 
Senate committee report on the 1942 amend- 
ment to Section 117. Certainly, as to the 
purchaser, comminution is necessary from 
an. accounting standpoint, and is required 
under Heiner v. Mellon. 


Sale of Proprietorship 


In the sale of a business which previously 
has been conducted as a single proprietor- 
ship, it is highly desirable, from an income 
tax standpoint, that the parties agree upon 
the sale price of the individual assets or 
upon the allocation of a package purchase 
price. However, in the negotiations which 
precede the sale, the package price looms all 
important, and often no attempt is made 
to arrive at a mutual agreement as to the 
allocation. On the other hand, the tax con- 
sequences to the buyer and seller may in- 
fluence the determination of the purchase price. 

3CCH Dec. 14,951(M), 5 TCM 18 (1946). 


446-2 ustc { 9343, 67 F. Supp. 1004 (1946). 
5 38-2 ustc J 9311, 304 U. S. 271 (1938). 


The respective bargaining positions of 
the buyer and seller in the determination 
of the price are carried over into the prob- 
lem of allocation. If the seller suffers a loss 
on the sale, he is interested in obtaining an 
ordinary loss. If the sale results in a profit, 
the seller may be interested in having the 
gain treated as a capital gain. If the latter 
is true, he will seek the highest allocation 
to items which will produce gains taxable 
at capital gain rates, and the lowest to in- 
ventory which would produce an ordinary 
gain. The buyer’s interest is mainly one 
of recovering his investment as soon as pos- 
sible. To attain that end, he will seek an 
allocation which will produce the following 


results in order of their importance: 


(1) The maximum allocation to inven- 
tory, since this will ordinarily be expended 
within a relatively short period of time. As 
the business was purchased for the usual 
profit motive, the higher the allocation to 
inventory, the less will be the taxable gain 
at normal tax and surtax rates. This can 
be accomplished in many cases because of 
the spread between the seller’s basis and 
.le fair market value of the inventory. 


(2) A high allocation to depreciable as- 
sets. Thus, the investment in such assets 
can be recovered during the period of the 
remaining lives of the assets. 


(3) A good allocation of the remainder to 
nondepreciable assets such as land, which 
can be recovered only at the time of dis- 
position of the asset. 


(4) The allocation of any remainder rep- 
resenting a premium paid for the purchase 


of the business to good will. This is not a . 


depreciable asset, and recovery can be ob- 
tained only upon disposition of the business 
at some undeterminable future time. 


The allocation of the sales price is simpli- 
fied if the price has been calculated upon 
the basis of values assigned to the individual 
assets. Where the price represents a middle 
ground reached as a result of bargaining, 
the price should be allocated upon a fair 
basis. Obviously, the fairest allocation is on 
the basis of fair market value. However, 
the determination of these values is often 
difficult, 


Generally the allocation as agreed upon 
by the parties will carry great weight in 
view of their diametric tax positions. In 
the absence of proof of mala fides, the allo- 
cation will be upheld.® 





*See Fraser v. Nauts, 1 ustc § 140, 8 F. (24) 
106 (1925). 
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Cash.—In the Williams case it was stated 
that there can be no gain or loss on the 
transfer of cash. This merely points up the 
obvious fact that cash in solvent banks can 
have no different value from its legal one. 
However, in Ralph Perkins" it was held that 
a bank account is a chose in action and 
may be disposed of by sale; hence, an ac- 
count in a closed bank sold at less than 
the balance resulted in a loss. See also 
I. T. 2853, holding a bank account to be a 
capital asset. 


Accounts and notes receivable.-—These assets 
can be appraised on the basis of age and 
possibility of collection. In Graham Mill & 
Elevator Company v. Thomas; it was held 
that where the notes and accounts of branch 
establishments were sold along with the 
business of the branches, the transaction was 
a sale of capital assets. The court reasoned 
that they v-ere held for collection, and the 
fact that most of them had not been held 
beyond the tax year involved—1942—was 
of no importance. The question of the hold- 
ing period was moot since the company 
had no capital gains against which to apply 
the losses on the sale. In the Williams case 
the court found a small gain on the sale 
of receivables, and remarked that the point 
that they were not subject to a deprecia- 
tion allowance had not been argued. It 
would appear that the accounts receivable 
must be aged to determine the holding pe- 
riod. In the case of slow-paying accounts, 
there may be difficulty in aging. 


Inventories —Finished goods may be read- 
ily valued at market less cost to sell. Goods 
in process will present a problem. On the 
liquidation theory, they may be valued at 
realizable values. On the going-concern 
theory, they may be valued at a percentage 
of completion. Since the business is sold 
as a going concern, the latter values may 
be a fairer basis. Raw materials may be 
valued at market price delivered. In the 
Graham Mill & Elevator Company case the 
inventories were sold at inventory price. 
By statutory definition, the inventories are 
not capital assets. 


Fixed assets—Under the statutory defini- 
tion of capital assets, depreciable property 
and real property used in the trade or busi- 
ness are not capital assets. However, under 
the conversion rule of Section 117(j), where 
the gams exceed the losses from such assets, 
if held for more than six months, the gains 
and losses are considered capital gains and 


losses. It would appear that fair market value 


of the properties would be the fairest basis 
of allocation. 


Good will.—One of the most recent exposi- 
tions of the theory of good will is set out in 
the Grace Brothers, Inc. case. The value may 
be determined under the time-worn rule of 
A.R.M. 34." The basis for gain or loss may 
be the March 1, 1913 value; the cost, if 
the business was acquired previously from 
a going business; or zero. In the Williams 
case the court reiterated its position that 
good will was a depreciable intangible. The 
Tax Court has consistently held otherwise 
in a long line of cases. The Tax Court 
called good will a capital asset in Rodney B. 
Horton.” In the case of good will a personal 
service business, such as an accounting prac- 
tice, the Tax Court has assumed two posi- 
tions, holding that there can be no good will 
and also computing a good will value in the 
case of an accounting practice. The two sides 
of the arguments are pointed up in the major- 
ity opinion and dissent in the Horton case. 


Agreements not to compete.-—lf the contract 
of sale provides for an agreement by the 
seller not to compete with the buyer for a 
period of time, allocation appears to de- 
pend upon the purpose of the agreement. 
The Tax Court this year has on two occa- 
sions stated the rule for guidance as to the 
treatment of such a contract. If the covenant 
not to compete can be segregated in order to 
assure that a separate item has actually been 
dealt with, then so much as is paid for the 
covenant not to compete is ordinary income. 
On the other hand, where the covenant not 
to compete accompanies the transfer of good 
will in the sale of a going concern, and it 
is apparent that the covenant not to compete 
has the primary function of assuring to the 
purchaser the beneficial enjoyment of the 
good will which has been acquired, the 
covenant is regarded as nonseverable and 
as being in effect a contributing element of 
the assets transferred. In the latter case the 
covenant would be merged with the good 
will and the proceeds treated as capital gain, 
as in Aaron Michaels™ and Rodney B. Horton. 


In the Michaels case the covenant was part 
of a contract of sale of a laundry, and the 
customers lists were sold. The court held 
that the good will and the covenant con- 
stituted a capital asset. The Commissioner 
acquiesced.” In the Horton case an ac- 
countant sold his business. The court found 
that both the purchaser and seller had 





7 CCH Dec. 11,112, 41 BTA 1225 (1940). 

8 XIV-1 CB 110. 

* 46-1 ustc 9118, 152 F. (2d) 564 (CCA-5, 
1945). 
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11CCH Dec. 17,116, 13 TC —, No. 19 (1949). 
122 CCH Dec. 16,758, 12 TC 17 (1949). 

13 1949-11-13091. 
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thought they were transferring good will, 
and held that the gain resulting from good 
will was capital gain. The amount allocated 
to the covenant was ordinary gain. The 
Commissioner has nonacquiesced.” 


The respective positions of the buyer and 
seller under covenants not to compete are 
pointed up in two cases. In Toledo News- 
paper Company”™ the taxpayer was the seller. 
The court held that the covenant was non- 
severable, and that any income therefrom 
was capital gain. In Toledo Blade Company ™ 
the taxpayer was the purchaser in the same 
transaction. The court held that no amor- 
tization was allowable on the sum paid for 
the covenant because it was not divisible 
between the covenant and the other assets, 
which were not amortizable. The case was 
appealed to the Sixth Circuit on May 24, 
1949, and an opinion may come down in the 
near future. 


Sale of Partnership Interest 


The Tax Court has consistently held that 
the gain or loss on a sale of a partnership 
interest shall be treated as a capital gain or 
loss. This view is also taken by several Circuit 
Courts of Appeals. The most recent decision 
on this point is the Smith case” in which 
the Fifth Circuit said: “The taxpayer here 
sold an intangible asset or chose in action, 
not his interest in the specific assets of the 
firm, and, since it had been held by him 
for more than six months, only fifty per 
centum of the gain was taxable under Sec- 
tion 117.” The court cited as authorities the 
Shapiro, Thornley, Landreth and Lehman 
cases. 


The number of cases which have been 
decided and the persistent refusal of the 
Supreme Court to review the decisions have 
created a feeling of reliance upon the rule 
as a fairly well-settled point of law—espe- 
cially so since the Commissioner argued the 
same position in Estate of Aaron Lowen- 
stein,*® decided on May 4, 1949. However, 
this rule should be used cautiously in its 
prospective application. The Lowenstein 
case concerned a loss on the sale of a part- 


14 1949-22-13214. 

1 CCH Dec. 13,512, 2 TC 794 (1943). 

1% CCH Dec. 16,736, 11 TC 1079 (1948). 

17 Commissioner v,. H. R. Smith, 49-1 vustc 
7 9220, 173 F. (2d) 470 (1949); aff’'g CCH Dec. 
16,274, 10 TC 398. 

1% Morris Shapiro v. Commissioner, 42-1 ustc 
9260, 125 F. (2d) 532 (CCA-6, 1942), aff’'g CCH 
Dec. 10,991-G (BTA memo. op., 1940); George 
H. Thornley v. Commissioner, 45-1 ustc § 9139, 
147 F. (2d) 416 (CCA-3, 1945), aff’'g CCH Dec. 
13,301, 2 TC 220; #. A. Landreth v. U. S., 47-2 





nership interest, and the Commissioner 
argued for a capital loss to protect the reve- 
nue. This is apparent by his subsequent 
action in applying for certiorari on June 
10, 1949, in the Long™® and Smith cases. 
The Supreme Court denied certiorari on 
October 10, 1949, in both cases. The indi- 
cations are that the Commissioner will per- 
sist in attempting to bring the issue before 
the Supreme Court. Someday he may suc- 
ceed, and the final disposition of the issue 
is a matter of conjecture. Further, for what 
it is worth, Regulations 111, at Section 
29.113(a)(13)-2, state that a partner real- 
izes gain or loss on the sale of a partnership 
interest. This section was never amended 
to provide that such gain or loss is a capital one. 


In line with this note of caution, the case 
of George Whitney v. Commissioner™ be- 
comes important to study. There the thir- 
teen partners of J. P. Morgan & Company 
bought for cash 72.9 per cent of stock in 
J. P. Morgan & Company, Inc., a new com- 
pany. By contract, the partnership sold 
the assets of the firm to the new company 
and the partners individually conveyed their 
interests in the assets as well. The court 
found that the transaction was a sale of the 
individual assets of the firm with losses on 
some assets and gain on others. The losses 
were disallowed under Section 24(b) as be- 
ing losses from transactions between parties 
as specified in that section. The important 
point is that the court experienced some dif- 
ficulty in reconciling the unitary concept 
of a partnership with its action in holding 
that the partners owned the assets indi- 
vidually for the purposes of Section 24(b). 


With respect to the holding period of a’ 


partnership interest through successive 
changes in the partnerships, the Second 
Circuit held, in the Allan S. Lehman case, 
that the holding period continued through 
the partnerships where the business was 
continued. 


The withdrawal of a partner and the con- 
tinuation of the business by the remaining 
partners constitutes a sale of a partnership 
interest, and hence the sale of a capital 
asset.” However, if the interest is sold to 


ustc 9401, 164 F. (2d) 340 (CCA-5, 1947); 
Allan 8. Lehman v. Commissioner, 48-1 ustc 
| 9121, 165 F. (2d) 383 (CCA-2, 1948), aff’'g CCH 
Dec. 15,457, 7 TC 1088. 

1” CCH Dec. 16,946, 12 TC 694. 

2. F. Long v. Commissioner, 49-1 ustc 
9209, 173 F. (2d) 471 (CA-5, 1949); rev’g CCH 
Dec. 15,840(M), 6 TCM 614. 

2148-2 ustc § 9354, 169 F. (2d) 562 (CCA-2, 
1948); aff’'g CCH Dec. 15,784, 8 TC 1019. 

22 See George R. McClellan v. Commissioner, 
41-1 ustc { 9278, 117 F. (2d) 988 (CCA-2, 1941); 
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the sole remaining partner, the partnership 
is ended on any theory; and upon subse- 
quent sale of the business by the remaining 
partner, his basis is different with respect 
to the interest so purchased.” 


The sale of a fractional part of a part- 
ner’s interest to an incoming partner is 
treated in the same manner as the sale of 
a full interest. In the Lehman case the gain 
realized was treated as capital gain. 


Where a partner sells his partnership in- 
terest during the fiscal year of the partner- 
ship, the Tax Court has held, in Lotis 
Karsch™* and Robert S. LeSage;* that the 
interim income representing the partners’ 
distributive share of earnings cannot be con- 
verted into a capital item but must be re- 
ported as ordinary income. This holding 
is consonant with the rule in Section 
29.113(a)(13)-2 of Regulations 111, which 
states, in part, as follows: 

“When a partner retires from a partner- 
ship, or the partnership is dissolved, the 
partner realizes a gain or loss measured by 
the difference between the price received 
for his interest and the sum of the adjusted 
cost or other basis to him of his interest 
in the partnership plus the amount of his 
share in any undistributed partnership nét 
income earned since he became a partner 
on which the income tax has been paid.” 
(Italics supplied.) 


Sale of Partnership Business 


When the business of a partnership is sold 
as a going concern, the problem also arises 
as to the nature of the gain or loss on the 
transaction. Were the partnership interests 
sold by the individual partners, or was the 
business sold by the partnership? If the 
partnership interests were sold, the result 
may very well be capital gain or loss, on 
the theory that the interests were capital 
assets. If the business was sold, must the 
price be comminuted, as in the sale of a 
single proprietorship? The holding period 
of the property sold, under Section 117, will 
be determined only when the nature of the 
property sold is decided. 

If the partnership distributes its assets in 
kind, the partners realize no gain or loss 
on the liquidation. However, when the 
assets are sold, the basis in the hands of the 
partners is such part of the basis of his 


partnership interest in his hands as is prop- 
erly allocable to such property.” Incidental- 
ly, the amount “properly allocable” to such 
property is determined by reference to the 
value of the assets at the time of distribu- 
tion.” If the assets of the partnership are 
distributed in kind and then sold by the 
partners, it would appear that the sale price 
must be comminuted and the assets sepa- 
rately classified as capital assets or not. 


Can a different result be obtained by a 
simultaneous sale of the various partners’ 
interests? In the George H. Thornley case 
the Third Circuit had the problem of de- 
termining the holding period of stock re- 
ceived in a nontaxable exchange for the 
business of an advertising agency. This was 
merely the incorporation of a partnership. 
The problem presented was the nature of 
the property exchanged for the stock. If the 
partnership interest was exchanged, it had 
a definite holding period. If the individual 
assets of the business were exchanged, they 
had various holding periods. The court held 
that since taxation deals with realities and 
not semblances, with substance and not 
form, the transaction was an exchange of 
partnership interests for stock. 


While it is true that the court had to 
rule on the nature of the property ex- 
changed in order to pass on the question 
before it, the case must be used with care 
since it does not squarely answer the ques- 
tion of the nature of property sold in a 
cash sale. Compare the result in the George 
VW¥hitney case. There the business of the 
banking partnership was sold to a corpo- 
ration. The firm and the partners respec- 
tively sold all title to the firm assets. The 
court insisted on comminution of the sales 
price and on treatment of gains and losses 
on individual assets separately. 


There seems to be no clear-cut rule to 
follow in the sale of a business conducted 
as a partnership. If the partners consider 
the transaction a sale of their respective 
partnership interests and treat the gain as 
capital gain, it is highly probable that the 
Bureau will contest the classification. 


Personal Service Businesses 


Personal service businesses appear to re- 
quire special treatment. In D. K. Mac- 
Donald* the Tax Court cited a number of 
authorities for the proposition that whether 





Joseph L. Merrill v. Commissioner, 49-1 vustc 
9203, 173 F. (2d) 310 (CA-2, 1949), aff’g CCH 


Dec. 15,997, 9 TC 291. 
23 Aaron F'. Williams v. McGowan, supra, 
24 CCH Dec. 15,866, 8 TC 1327 (1947). 
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2>CCH Dec. 16,163(M), 6 TCM 1263 (1948); 
aff'd 49-1 ustc { 9244, 173 F. (2d) 826 (CA-5, 
1949). 

26 Regulations 111, Section 29.113(a) (13)-2. 

27 See G. C. M. 20251, 1938 CB 169. 

28 CCH Dec. 13,898, 3 TC 720 (1944). 
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or not good will adheres to a business or 
profession is not dependent solely on the 
personal ability, skill, integrity or other per- 
sonal . characteristics of the owner. In 
Charles F. Coates” the court said that or- 
dinarily no value, or only nominal value, 
will be given to good will attaching to a 
personal service partnership such as one 
composed of physicians, attorneys or ac- 
countants. However, in Rodney B. Horton, 
the Tax Court relaxed this rule somewhat. 
There Horton had sold his accounting busi- 
ness. Included in the contract of sale was 
a covenant that ilorton would not compete 
for a period of six years. Also included in 
the contract was an agreement by the pur- 
chaser to pay Horton a percentage of fees 
for a period of five years. In its opinion 
the court held that under the facts as pre- 
sented, fifty per cent of the fees paid Horton 
constituted ordinary income received be- 
cause of the covenant not to compete, and 
fifty per cent constitued the sale price of 
good will. Since the good will had a basis 
of zero, the gain was taxable at capital gain 
rates. With three dissents in the case, the 
Commissioner nonacquiesced.” 


In a very recent case, Max Swiren,™ de- 
cided on October 11, 1949, the taxpayer 
sold his interest in a law partnership to the 
other partners. He reported the gain in 
his return as a capital gain. The Commis- 
sioner asserted a deficiency on the ground 
that the gain was ordinary gain. The Tax 
Court held for the Commissioner and ruled 
against the taxpayer’s contention that good 
will was also sold. 


It would appear that owners of a per- 
sonal service business have little hope of 
effecting tax savings on the sale of their 
business, as do the more fortunate members 
of a mercantile business. 


Loss as Net Operating Loss 


When a loss is sustained on the sale of a 
business or a partnership interest, the ques- 
tion has arisen as to whether this loss may 
be treated as a net operating loss under Code 
Section 122. In Joseph L. Merrill™ the tax- 
payer retired from a limited partnership and 
sustained a loss on the settlement. The Tax 
Court held that the settlement agreement 
amounted to a sale. Since the taxpayer was 
not in the business of buying and selling 
partnership interests, the loss was not a net 
operating loss as defined in Section 122. The 
Second Circuit affirmed the Tax Court de- 
cision that the loss was not a net operating 
loss, although it held that the settlement 
agreement did not constitute a sale. 


In Norman A. Lazier v. U. S™ the tax- 
payer, who was engaged in the business of 
farming, sold his farm land and machinery 
at a loss. The District Court held that the 
loss was not a net operating loss, and the 
Eighth Circuit affirmed. In Hartwig N. 
Baruch™ the taxpayer owned a livestock 
and produce farm, and sold the entire farm 
at a loss. The Tax Court ruled that the 
loss could not qualify as a net operating 
loss. The case is now on appeal before 
the Second Circuit. 


Not enough cases on this point have been 
decided to rule out entirely any prospect of 
treating the loss from the sale of a business 
or a partnership interest as a net operating 
loss. However, the well-reasoned opinions 
so far available are discouraging. In addi- 
tion, if a partnership interest is considered 
to be a capital asset, it is difficult to see 
how the loss can be considered as a net 
operating loss. [The End] 


What Constitutes Doing Business 


When business people make a definite arrangement to meet at a certain place 
to discuss settlement of a case in dispute, the use of such a meeting to begin suit 
and obtain jurisdiction is not permissible. Personal service of process obtained 
by fraud or trickery is invalid and when a man makes an appointment for a 
meeting and arranges to serve process if settlement is not reached such action 
constitutes artifice and trickery —Mueller Manufacturing Company v. Portsmouth 
Steel Corporation, United States District Court for the Western District of Michi- 
zan, Southern Division, September 2, 1949. 


2 CCH Dec. 15,224, 7 TC 125 (1946). 
%® Supra, footnote 14. 
31 CCH Dec. 17,241(M), 8 TCM —. 
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38 48-2 ustc { 9402, 170 F. (2d) 521 (1948). 
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SOME RECENT DEVELOPMENTS UNDER 


SECTION 112(b)(5) 


By WILLIAM N. HADDAD—Attorney, Bell, Boyd, Marshall & Lloyd, Chicago 





on the 112(b)(5) and its predecessors 
have been in the statute since 1921. The 
original enactment was as Section 202(c) (3) 
of the Revenue Act of 1921. In language 
substantially similar to that of the present 
law, that section provided for the nonrecog- 
nition of gain or loss on transfers of prop- 
erty to a controlled corporation. Prior to 
1921—though perhaps few people were 
aware of it—all such transfers were fully 
taxable. Recognized gain or loss resulted 
from the formation of a corporation, just as 
it does today from the liquidation of a cor- 
poration (except that the gain or loss was 
not recognized if the securities received had 
no fair market value). For that reason, 
the basis provision which is directly cor- 
related to Section 112(b)(5)° and Section 
113(a)(8)(A) applies only to property ac- 
quired by a corporation after December 31, 
1920. In the case of property acquired prior 
to that date, the general rule applies, and 
the basis of the property is its cost, deter- 
mined by the value of the property or of the 
securities given in exchange, on the date of 
acquisition. 

The applicability of Section 112(b)(5), or 
a corresponding provision of a prior law, to 
a particular exchange will therefore affect 
or determine (1) the gain or loss recognized 
to the transferors on the exchange, (2) the 
basis of the property in the hands of the 
corporation for income tax and invested 
capital purposes and (3) the basis in the 
hands of the stockholders of the securities 
received on the exchange. 





1Tsivoglou v. U. 8., 1 ustc { 383, 31 F. (2d) 
706 (CCA-1, 1929); Bourn v. McLaughlin, 1927 
CCH { 7329, 19 F. (2d) 148 (DC Calif., 1927). - 
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Section 112(b)(5) provides that no gain or 
loss shall be recognized if property is trans- 
ferred to a corporation by one or inore per- 
sons solely in exchange for stock or securities 
in such corporation, and immediately after 
the exchange such person or persons are in 
control of the corporation; but if the ex- 
change is by two or more persons the 
amount of the stock and securities received 
by each must be substantially in proportion 
to his interest in the property prior to the 
exchange. Control is defined in a later sec- 
tion (subsection (h)) to mean the owner- 
ship of stock possessing at least eighty per 
cent of the combined voting power of all 
classes of stock entitled to vote and at least 
eighty per cent of the total number of shares 
of all other classes of stock of the corporation. 


Provision is made in Section 112(c) for 
limiting the recognized gain in cases where 
the transferors of the property receive not 
only “stock or securities,” but other prop- 
erty or money as well. In these so-called 
“boot” cases, if the exchange is otherwise 
exempt, the recognized gain is limited to the 
amount of the “boot”, i. e., the amount of 
the cash plus the value of the property other 
than “stock or securities” received on the 
exchange. Section 112 (c) provides that no 
loss shall be recognized in such cases. 

On the whole, and subject to the excep- 
tions noted later, Section 112(b)(5) has, in 
my opinion, been construed liberally, and 
in a manner reasonably calculated to carry 
out its purpose, which was to postpone the 
recognition of gain or loss on income that is 
realized in a technical sense, but not in a 
practical or economic sense. As compared 
with the reorganization provisions which had 
a similar purpose, it has been kept relatively 
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grafted conditions and qualifications.’ 


A number of construction questions that 
might at one time have been troublesome 
have now been settled. It is now clear that 
the “property” to be transferred to the cor- 
poration can include money; * that the trans- 
ferors do not have to transfer shares or 
interests in the same property, but can con- 
tribute separate and entirely unrelated prop- 
erties; * that the transfers or exchanges do 
not have to ke simultaneous, provided they 
are all made pursuant to a unified plan or 
agreement’ and that the transferors can be 
individuals, partnerships or corporations.® 
It can also probably be assumed that the 
stock required to meet the control test need 
not all be acquired in connection with the 
exchange, but can include stock previously 
owned by the transferors.’ It can also be 
taken for granted that different classes of 
stock can be lumped together in applying 
the proportional interest test.* 

On the other hand, there are a number of 
important questions that are still unsettled, 
and are still the subject of controversy and 
speculation. One of these has to do with 
the meaning of the word “securities”; an- 
other with the method of determining 
whether the stock and securities received by 
each transferor are “substantially” in pro- 
portion to his interest in the property prior 
to the exchange; and still another with the 
meaning of the phrase “immediately after 
the exchange.” It is our purpose to call 
attention to the recent developments, if any, 
on these questions. 


Meaning of ‘Securities’ 


On the question of what is included in 
the term “securities,” there is nothing par- 
ticularly new in the familiar decisions. In 
fact, as far as Section 112 (b) (5) is con- 
cerned, there is very little that is either new 
or old, most of the law on the question 
having developed under the reorganization 
provisions. It is generally assumed ‘that 
long-term bonds are securities and short- 


2 This comparatively balanced construction 
might be attributable to the fact that the gov- 
ernment is nearly as often on one side of the 
case as on the other, and that a construction 
which helps the Treasury in one case might 
hurt it in the next. 

3 See G. C. M. 24415, 1944 CB 219. 

* Regulations 111, Section 29.112(b)(5)-1. 

5 Ibid. 

6 Ibid. 

7 Alexander E. Duncan, CCH Dec. 16,027, 9 
TC 468 (1947); acq. 1948-14-12842. 

8 See Mather & Company v. Commissioner, 
49-1 ustc { 9127, 171 F. (2d) 864 (1949). 
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free from administratively or judicially en- 


term notes are not. Where the line is to be 
drawn between the two—whether it is at a 
five-year or 10-year maturity, or somewhere 
else—nobody knows exactly. As far as re- 
capitalizations and reorganizations are con- 
cerned, the Bureau has recently taken an 
attitude, perhaps as a result of the Adams 
and Bazley cases that puts the status of not 
only bonds but, in certain cases, preferred 
stock in some doubt. The reorganization 
sections, 112 (b) (3) and (4), use the same 
words, “stock or securities,” as (b) (5), and 
it would be illogical to construe these words 
differently for the two purposes. But stranger 
things have happened under pressure of an 
assumed need to prevent tax avoidance. 


The consequences of a miscalculation as 
to what is a security for purposes of Section 
112 (b) (5), though they can be pretty bad, 
may still not be as bad as they could be in 
a reorganization case where the value of the 
bonds or notes might be taxed as a dividend.” 
Under Section 112 (b) (5), if the bonds or 
notes are not “securities,” they constitute 
“boot,” which means that the gain on the 
transaction will be taxable to the extent of 
their value. But beyond that, the transac- 
tion will be exempt if the stock is issued to 
the transferors in the right proportion. 


It is interesting to relate this question to 
the problem that arises in the so-called “thin 
incorporation” cases, where the danger is 
that notes or other obligations will be treated 
as stock. Many commentators have pointed 
out the advantages to be gained by capital- 
izing a corporation partly with stock and 
partly with some form of indebtedness.” A 
dictum in Talbot Mills v. Commissioner” 
warned against carrying this idea to the 
extreme of having only a nominal amount 
of capital. An illustration of such an ex- 
treme is found in the recent Swoby case in 
the Tax Court where the corporation was 
capitalized for $200 of stock and $250,000 
of debentures.” Partly because of the small 
amount of the stock and partly because of 
the terms of the debentures, plus other fact- 
ual circumstances, the debentures were held 
to represent capital and the interest on them 


®See Darrell, ‘‘“Recent Developments in Non- 
taxable Reorganizations,’’ 61 Harvard Law Re- 
view 958. 

1 Commissioner v. Bedford Estate, 45-1 ustc 
7 9311, 325 U. S. 283 (1945). 

11See Schlesinger, ‘‘ ‘Thin’ Incorporations: 
Income Tax Advantages and Pitfalls,’’ 61 Har- 
vard Law Review 50; Bernstein, ‘‘Tax Problems 
in the Formation and Operation of a Corpora- 
tion,’’ TAxES—The Tax Magazine, June, 1949, 
p. Ss. 

2 46-1 ustc { 9133, 326 U. S. 521 (1946). 

13 Swoby Corporation, CCH Dec. 16,123, 9 TC 
887 (1947). 




























































was disallowed as a deduction. Similar re- 
sults have been reached in other cases. It 
would seem, therefore, that a note or bond 
can be denied the status of a “security” in 
one case because it is a mere loan, and can 
be classed as an investment rather than a 
loan in another case, depending on the facts, 
or, rather, the exigencies of the situation. 
Obviously, the solution to this general prob- 
lem is still to be worked out. In the mean- 
time anyone dealing with notes, bonds or 
debentures in forming a corporation should 
do so with caution. 


Relative Value v. Control Test 


Where two or more persons exchange 
property for stock or securities, Section 112 
(b) (5) does not apply unless the stock or 
securities received by each is substantially 
in proportion to his interest in the property 
prior to the exchange. There has been much 
litigation about what is meant by “substan- 
tially in proportion”; and the construction 
on this point has been strict—too strict, in 
the writer’s opinion. Small deviations from 
exact proportionality have been held to make 


the section inapplicable. Deviations of more . 


than three or four per cent are probably 
dangerous. The important subsidiary ques- 
tion is—How do you determine these per- 
centages? There are at least two methods, 
known as the “relative value” test and the 
“control” test. In Bodell v. Commissioner,“ 
the Circuit Court of Appeals for the First 
Circuit described the two methods (plus a 
third method which the court thought the 
Tax Court had unintentionally wandered 
into) and held that the “relative value” test 
is the correct one. As described by the 
court, the two tests are applied as follows: 

Relative Value Test: (a) Compare value 
of property contributed by each transferor 
with value of stock received by him, thus 
arriving at the amount of his gain or loss. 
(b) Determine what percentage this gain or 
loss is of the value contributed. (c) Com- 
pare these percentages of the various trans- 
ferors to determine the maximum spread. 
(If one stockholder lost an amount equal 
to ten per cent of his original investment 
and another eight per cent, the spread is two 
per cent; if one lost ten per cent while the 
other gained eight per cent, the spread is 
eighteen per cent.) If the maximum spread 
is too high, the test is not met. 

Control Test: (a) Determine each trans- 
feror’s percentage of total property contrib- 
uted, and his percentage of the total stock 


1446-1 ustc 9211, 154 F. (2d) 407 (1946). 
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issued in exchange for it. The difference in 
each case is the transferor’s gain or loss. 
(If a stockholder contributes five per cent 
of the assets and receives six per cent of 
the stock, he gains one per cent.) (b) Com- 
pare these percentages to determine the 
maximum spread. If the maximum spread 
is too high, the test is not met. 


In the Bodell case, the court, applying the 
relative value test, found a spread of about 
eleven per cent which it held to be too great a 
discrepancy for the application of Section 
Viz @y 6). 

The same problem was up before the Court 
of Appeals for the Third Circuit in Mather 
& Company v. Commissioner.* That court 
rejected the relative value test and applied 
the control test. The relative value test 
applied to the net value of the assets trans- 
ferred and the value of the stock issued in 
the exchange showed a spread of 22.2 per 
cent, compared with a spread of 1.86 per 
cent under the control test. The property 
in that case consisted of partnership assets 
which were transferred subject to liabil- 
ities. The court pointed out, as an addi- 
tional ground for its decision, that if the 
relative value test were to be used, it should 
be applied on a gross basis, and that the 
amount of the liabilities assumed by the 
corporation should be considered as stock or 
securities for this purpose. This so increased 
the denominator of the fraction that the 
maximum spread was reduced from 22.2 
per cent to 3.27 per cent, which the court 
thought was not so great as to keep the ex- 
change from being substantially in proportion. 


‘Immediately After the Exchange’”’ 


Another source of controversy has been 
the requirement that the transferors be in 
control of the corporation “immediately after 
the exchange.” This means that upon com- 
pletion of the exchange the former owners 
of the property must own eighty per cent 
of the voting stock, etc. They can later dis- 
pose of the stock by sale, gift or otherwise 
without disturbing the character of the ex- 
change, provided the disposition of the stock 
is an independent transaction. But a previ- 
ous binding commitment to issue or transfer 
more than twenty per cent of the stock toa 
third person destroys the tax-free character 
of the exchange. A typical case is one in 
which an individual proprietor or a partner- 
ship agrees to incorporate the business and 
to give an employee a stock interest (ex- 
ceeding twenty per cent) in payment for his 


1 Supra, footnote 8. 
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services. Another is where the owners of 
property requiring development—for exam- 
ple, patents or oil leases—form a corporation 
and issue stock to an outsidér in order to 
induce him to join the organization. In these 
cases, unless the agreement is such as to 
give the outsider an-equitable interest in the 
property prior to the exchange (in which 
event he might be considered as one of the 
transferors), or unless the transferors re- 
main free, until after the exchange is com- 
pleted, to back out and keep all the stock 
for themselves, Section 112 (b) (5) will not 
apply.” Many of the decisions on this point 
are probably unduly strict in their construc- 
tion, and could easily have gone the other 
way, either upon the theory that the outsider 
acquired an interest in the property prior 
to the exchange or that he did not acquire 
his interest in the stock until after the ex- 
change. The L. W. Tilden, Inc. case," decided 
in March, 1949, was decided on the former 
theory. Portland Oil Company v. Commis- 
sioner,” is an instance of applying the second 
theory. There one of the transferors was 
a corporation. Upon receiving its share of 
the stock of the new company, constituting 
seventy-five per cent of the total, it imme- 
diately liquidated and transferred this stock 
to its own stockholders. The transaction 
was held to come under Section 112 (b) (5), 
even though all the steps were taken pur- 
suant to a prearranged plan. The court 
questioned whether the existence of a con- 
tract obligation to dispose of the stock would 
keep the exchange from being tax-free, but 
it pointed out that in any case the corporation 
that received the stock here was free to 
abandon its own plan of liquidation and to 
keep the stock indefinitely. 


American Bantam Car Company,* involved 
the common situation where a part of the 
stock of a new corporation is sold to the 
public through underwriters. The corpora- 
tion was formed to take over an automobile- 
manufacturing plant which had been acquired 
by the incorporators in a bankruptcy pro- 
ceeding. The underwriting agreements were 
negotiated before the corporation was formed, 
but the formal contracts were not entered 
into until a few days after the issuance of 
the original stock to the transferors of the 


1%6 Record Petroleum Company, CCH Dec. 9060, 
32 BTA 1270 (1935); Columbia Oil &€ Gas Com- 
pany, CCH Dec. 10,954, 41 BTA 38 (1940), aff’d 
41-1 ustc { 9333, 118 F. (2d) 459 (CCA-5, 1941); 
L. W. Tilden, Inc., CCH Dec. 16,893, 12 TC 507 
(1949); Mojonnier & Sons, Inc., CCH Dec. 
16,984, 12 TC 692 (1949); Heberlein Patent Cor- 
poration v. U. §., 39-2 ustc f 9622, 105 F. (2d) 
965 (CCA-2, 1939); Portland Oil Company v. 
Commissioner, 40-1 ustc { 9234, 109 F. (2d) 479 
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property. It was several months before any 
substantial amount of stock was actually 
taken pursuant to the underwriting agree- 
ments. The court upon analysis of the agree- 
ments and all the facts concluded that there 
was an interval of time after the property 
was transferred to the corporation during 
which the transferors were in control of 
the company, and that the exchange was 
exempt under Section 112 (b) (5). 


Incorporation of a Partnership 


The incorporation of a partnership often 
raises one or more questions in the unsettled 
area that we have been discussing. If the 
incorporation is to be tax-free, the partners 
must receive stock or securities substan- 
tially in proportion to their interests in the 
property transferred. This presumably means 
their interest in the assets of the business as 
a going concern. Where the share of a part- 
ner in the capital is different from his 
share in the income or where there are 
priorities or preferences or where the draw- 
ing accounts of the various partners do not 
stand at the same level, it may be difficult 
to determine in advance the value of each 
interest on an overall basis. Likewise, where 
two or more classes of stock are issued it 
might be difficult to determine their relative 
values. In many such situations a finding 
of conformity with Section 112 (b) (5) is 
impossible unless the court is willing to rely 
very largely on the allocation made by the 
parties themselves. Where the parties are 
dealing at arm’s length, such reliance seems 
entirely proper. 
seems to have been decided on that basis. 


The exchange of partnership assets for 
stock can theoretically follow any one of 
several paths: 


(1) The partnership can liquidate after 
which the individual partners can transfer 
their shares or interests in the property to 
the corporation in exchange for stock. This 
has the consequence of changing the basis 
of the assets which may or may no be 
desirable. 


(2) The partners can, theoretically at least, 
transfer their partnership interests to the 


(CCA-1, 1940}; Wilgard Realty Company, Inc. v. 
Commissioner, 42-1 ustc { 9452, 127 F. (2d) 514 
(CCA-2, 1942); Fahs wv. Florida Machine € 
Foundry Company, 48-2 ustc J 9329, 168 F. (2d) 
957 (CCA-5, 1948). 

17 Supra, footnote 16. 

18 bid. 

1% CCH Dec. 16,601, 11 TC 397 (1948) (on ap- 
peal to CA-3). 

20CCH Dec. 14,015(M), 3 TCM 641 (1944). 
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corporation for stock, after which the cor- 
poration as the owner of all the interests 
would take possession of the property. This 
again would change the basis of the assets. 


(3) The partnership as an entity can ex- 
change its property for stock and later dis- 
tribute the stock in liquidation. 


(4) The partnership can transfer its prop- 
erty to the corporation in exchange for stock 
to be issued directly to the partners. 


The fourth method is the easiest and per- 
haps the most natural one. Although under 
this method the transferor of the property 
is not technically the same person as the 
recipient of the stock, it is hard to believe 
that any results under Section 112 (b) (5) 
will be predicated on such technicalities.” 
There is very little in the cases bearing on 
these questions. Where it appears safer to 
let the exchange of property for stock be 
made by the partnership rather than the 
partners, from the standpoint of coming out 
with the right proportions under Section 
112 (b) (5), the most cautious procedure 
might be to let the partnership retain the 
stock with perhaps some other assets for 
an indefinite period before distributing them 
to the partners. 


Estoppel 


In many cases involving the basis of prop- 
erty acquired in exchange for stock or in a 
reorganization, the government has contended 
that the taxpayer should not be allowed to 
claim a stepped-up basis where no gain was 
reported on the original exchange. Many 
of these cases have involved exchanges made 
in the 1920’s and earlier years when the law 
on the subject was unknown. So far, the 
courts have not shown much receptiveness 
to this argument, and they have refused to 
apply estoppel where there has been no 
fraud or concealment. Most recent cases 
under 112 (b) (5) have involved the basis 
of the assets in the hands of the corporation. 
Where it was found that 112 (b) (5) did 
not apply, the corporation was allowed to 

























use its cost as its basis, regardless of how 


the transaction was reported by the stock- 
holders.” 


- The recent Tax Court case of Richard K. 
Mellon™ involved an analogous question in 
a reorganization. It had to do with the 1930 
reorganization of the Standard Steel Car 
Company which was erroneously ruled to be 
nontaxable at the time but which was later 
determined to be taxable. The stockholders 
were allowed to use a stepped-up basis on 
the securities received by them, even though 
their 1930 returns were made on the basis 
of the erroneous ruling. 


Liquidations Are Not Tax-Free 


It should be kept in mind that Section 
112 (b) (5) is a one-way street. It provides 
for tax-free incorporations but there is no 
provision for tax-free liquidations, except in 
case of corporate subsidiaries which can be 
liquidated under Section 112 (b) (6). Dummy 
corporations can be expensive. The owner 
of a piece of real estate who transfers it to 
a corporation for the sake of convenience 
may find himself locked in, and may be sur- 
prised to learn that he can’t get his property 
back without paying a tax on the apprecia- 
tion in its value over his cost, to say nothing 
of being subject to a double tax on its income 
in the meantime. The law in this respect is 
perhaps illogical; at least it is not symmet- 
rical. It might be argued that there is as 
mutch reason for exempting technical gains 
on liquidations as on incorporations—although 
the liquidation problem is complicated by 
the necessity of separating paper profits 
from actual profits in the nature of accumu- 
lated earnings. Congress has on two occa- 
sions furnished temporary escapes by means 
of Section 112 (b) (7) of the Revenue Act 
of 1938, which was reiterated in the 1943 
Act. Perhaps it would be sound to make 
that a permanent part of the tax law.* But 
until that happens, no corporation should 
be formed without full realization of the tax 
consequences of its liquidation. [The End] 


2 See L. W. Tilden, Inc., supra, footnote 16; 


hh ae Te a a a ea 
21In a recent stamp tax ruling, G. C. M. 


26070, 1949-18-13174, it was held, in effect, that 
a transfer of assets by a partnership to a cor- 
poration in exchange for stock issued directly 
to the partners may be treated as a transfer 
of the assets by the partners, and thus result 
in no transfer of the stock by the partnership. 
This is in contrast with the rulings in cases 
where a corporation transfers assets in ex- 
change for stock issued to its stockholders. See 
Raybestos-Manhattan, Inc. v. U. 8., 36-1 vustc 
§ 9007, 296 U. S. 60 (1935); American Processing 
& Sales Company v. Campbell, 48-1 ustc J 9102, 
164 F. (2d) 918 (CCA-7, 1948), cert. den. 333 
U.S. 844. 


Second Annual Tax Conference 


Mojonnier & Sons, Inc., supra, footnote 16; 
Portland Oil Company v. Commissioner, supra, 
footnote 16: Bodell v, Commissioner, supra, 
footnote 14; Fahs v. Florida Machine & Foundry 
Company, supra, footnote 16; Mather & Com- 
pany v. Commissioner, supra, footnote 8. 

23 CCH Dec. 16,775, 12 TC 90 (1949). 

24 A temporary restoration of Section 112 (b) 
(7) was provided for in Section 127 of the 
Revenue Revision Bill of 1948 (H. R. 6712), 
which died in the Senate. The usefulness of 
such a provision is limited by the difficulty, in 
many cases, of determining in advance the 
amount of earnings and profits that would be 
taxable as dividends. 
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INVENTORY PRICING 


PROBLEMS 


By PAULF. JOHNSON - - - - 


CPA, Ernst & Ernst, Chicago 





N THE MAJORITY of balance sheets, 
-the inventory represents the largest single 
current asset and in profit and loss state- 
ments it is a very significant—if not the 
most important—factor, in the determina- 
tion of the operating result for the year. 
It logically follows that the valuation of 
inventories is a subject that receives sub- 
stantial consideration from corporate ac- 
counting executives in the first instance, and 
later from certified public accountants con- 
ducting the examination of the financial state- 
ments. Inventory valuation is not an exact 
science, and this fact, together with the im- 
portance of inventory amounts in financial 
statements, causes the problem to receive 
much attention in accounting periodicals, 
lectures and discussion groups. 


Except in rare instances, the inventory 
valuation determined for accounting and 
financial statement purposes is the valuation 
uséd in the determination of taxable income. 
In this discussion, however, we are treating 
inventory valuation from the viewpoint of 
the tax accountant rather than that of the 
comptroller or the cost accountant. 


In view of the inherent importance of 
inventories upon financial statements, it is 
worthy of note that the provision of the In- 
ternal Revenue Code relative to inventories 
is quite brief. It is quoted as follows: 

“Whenever in the opinion of the Commis- 
sioner the use of inventories is necessary 
in order clearly to determine the income 
of any taxpayer, inventories shall be taken 
by such taxpayer upon such basis as the 
Commissioner, with the approval of the 
Secretary, may prescribe as conforming as 
nearly as may be to the best accounting 





practice in the trade or business and as most 
clearly reflecting the income.” ? 


Except for the subsection on LIFO inven- 
tories, the foregoing sentence is the com- 
plete provision of the Internal Revenue 
Code with respect to inventories. 


The Code, therefore, requires that in- 
ventories shall be taken in any case where 
they are necessary to “clearly determine the 
income” of any taxpayer. In amplification 
of this requirement, the Regulations” state 
that inventories are necessary in every case 
in which the “production, purchase or sale 
of merchandise” is an income-producing 
factor. 


The Code further provides that inventories 
must conform to the best accounting prac- 
tice in the trade or business and must clearly 
reflect income. In considering what may 
be the best accounting practice for a trade 
or business, we normally think of account- 
ing methods and practices that are in wide- 
spread use in particular trades or businesses 
and assume that inventories computed with 
the use of such methods and practices are 
acceptable under Section 22 (c) of the Code. 
In general, it appears that the Commissioner 
accepts this premise. However, in at least 
one court case, Riverside Manufacturing Com- 
pany v. U. S.,° this assumption is dismissed 
with the statement by the court that the 
ascertainment of the best accounting prac- 
tice for the trade or business is to be made 
by the Commissioner. In other words, this 
case holds that the Commissioner can pre- 
scribe what he considers to be the best ac- 
counting practice for the trade or business 
and this may be contrary to the practices in 
widespread use. 


. 





1 Section 22(c). 
2 Regulations 111, Section 29.22(c)-1. 


31 ustc J 361, 67 Ct. Cls. 117. 
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Location of Inventoriable 
Commodities Not a Factor 


The inventories to be valued under Sec- 
tion 22 (c) of the Code include all goods to 
which the taxpayer has title, regardless of 
location. The ascertainment of whether or 
not the taxpayer has title follows, of course, 
legal principles. The Regulations‘ specifi- 
cally refer to goods in transit and require 
that such goods be included in inventory if 
title is in the taxpayer. This point should 
be particularly noted by taxpayers valuing 
inventories under the elective or LIFO 
method, since it may be of significance in 
maintaining basic quantities of material. 
Under the Regulation,® the merchandise in- 
ventories of a taxpayer include raw mate- 
rials, work in process, finished goods and 
only such of those supplies as actually be- 
come a part of the merchandise intended to 
be offered for sale. This latter definition 
of includible items specifically omits any 
reference to manufacturing or operating sup- 
plies that do not physically become a part 
of the finished product. It is elsewhere 
provided in the Regulations * that such items 


should be considered as a deferred expense 


and valued at cost. 


The Regulations’ prescribe that in any 
case in which it is necessary to use an in- 
ventory, no method of accounting in regard 
to purchases and sales will correctly reflect 
income except an accrual method. This in 
effect means that practically all taxpayers 
who have inventories must operate on the 
accrual method of accounting. 


The Regulations * promulgated under Sec. 
22 (c) of the Code lay great stress upon 
the consistency of inventory valuations from 
year to year, and it is stated that greater 
weight is to be given to consistency than 
to any other single factor in inventory valu- 
ations. In this connection, it should be noted 
that the courts have consistently held that, 
in order to correctly reflect income, inven- 
tories at the beginning and end of the year 
must be valued upon the same basis.’ This 
principle has been followed, despite the fact 
that in certain cases it has resulted in an 
opening inventory in excess of the closing 
inventory used in the determination of tax- 
able income for the preceding year. An ap- 
propriate illustration of this principle is 
furnished by the Reuben H. Donnelley Cor- 


4 Regulations 111, Section 29.22(c)-1. 

5 Ibid. 

6 Regulations 111, Section 29.23(a)-3. 

7 Regulations 111, Section 29.41-2. 

8 Regulations 111, Section 29.22(c)-2. 

°F. N. Johnson Company, CCH Dec. 613, 2 
BTA 256; Thomas Shoe Company, CCH Dec. 
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poration case,” decided February 17, 1931. 
In 1923 the Donnelley Corporation changed 
its method of accounting and for the first 
time included manufacturing overhead in its 
valuation of work in process. In the return 
filed, the taxpayer increased its opening 
inventory by some $86,000, representing 
the manufacturing overhead applicable to 
the work in process at the beginning of the 
year. The commissioner contended that 
the amount in question represented taxable 
income in 1923 . The Board of Tax Appeals 
sustained the taxpayer and stated that the 
Commissioner’s adjustment resulted in a 
distortion of income. Instances have been 
noted where a taxpayer desiring to make a 
prospective change in the basis of inven- 
tory valuation requested permission of the 
Commissioner to make the change and the 
Commissioner, prior to granting permission, 
required an agreement from the taxpayer that 
the opening inventory of the year of change 
would be the same as the closing inventory 
of the preceding year. In this manner, the 
Commissioner prevented a tax result such 
as was present in the Donnelley case. 


The Regulations” assume that in most 
cases physical inventories will be taken, 
since the statement is made that “Inven- 
tories should be recorded in a legible man- 
ner, properly computed and summarized, 
and should be preserved as a part of the ac- 
counting records of the taxpayer.” The same 
section, however, recognizes that the phys- 
ical inventory may not be taken at the 
balance sheet date and states that where 
book inventories are maintained on a sound 
accounting basis the net balance in the in- 
ventory account will be deemed to be the 
cost of goods on hand. 


The great majority of inventories are valued 
on the lower of cost or market basis despite 
the fact that the Regulations” recognizes 
that a taxpayer may consistently value his 
inventory at cost. Cost of manufactured 
articles includes, of course, three elements, 
i. e., material, labor and manufacturing over- 
head. In determining material cost, the 
same Section of the Regulations specifically 
provides that unless particular lots of ma- 
terial can be identified with specific pur- 
chases, the FIFO rule must be applied. In 
general, the identification of particular lots 
of raw material purchases is not practical, 
and therefore the general rule would be that 





60, 1 BTA 124; Sinsheimer Brothers, Inc., CCH 
Dec. 2014, 5 BTA 918; Boyne City Lumber Com- 
pany, CCH Dec. 2467, 7 BTA 36; Henry R. 
Fishel, CCH Dec. 4564, 14 BTA 87. 

10CCH Dec. 6708, 22 BTA 175, acq. X-2 CB 19. 

11 Regulations 111, Section 29.22(c)-2. 

12 bid. 
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material costs are to be taken at the pur- 
chase price of the last articles acquired. The 
same rule would appear to be equally appli- 
cable to labor, which would mean that, in 
the absence of identification of dates of 
manufacture of particular articles, labor 
would be valued at the latest cost. Manu- 
facturing overhead is usually applied on 
some basis such as direct labor, and com- 
ments will be included later as to certain 
items which might or might not be properly 
includible in the determination of overhead 
rates for tax purposes. 


When an inventory is valued at the lower 
of cost or market, the applicable rule is that 
the cost of each article is compared with 
the market value of that article and the 
lower of the individual amounts taken as 
the inventory valuation. Market value, gen- 
erally, means replacement cost. A taxpayer 
should, however, subject the replacement 
cost of finished goods to a further check by 
comparison with the current sales prices, 
less cost of disposition. If the net realiza- 
tion (sale price less cost of disposition) is 
less than replacement cost, net realization 
is market value for inventory purposes . It is 
to be particularly noted that in such cases 
the inventory prices do not allow any net 
profit to the taxpayer on the sale of the 
goods. It should also be noted that, once 
an article has been reduced to a market 
value which is less than cost, the reduced 
value becomes cost for subsequent inven- 
tories. If on hand in the subsequent inven- 
tory, the reduced price would not be increased 
even if market value exceeded original cost.” 


The Regulations “ make specific provision 
for the downward revision of inventory values 
of goods that are obsolete, damaged, im- 
perfect, or not salable for full value for 
any other reason. The cost of such goods 
may be reduced for inventory purposes 
whether the taxpayer values his inventory 
at cost or at the lower of cost or market. 
It is provided that such goods shall be 
valued on a reasonable basis and, in the case 
of salable goods, the valuation shall be de- 
termined on the basis of expected sale price 
less cost of disposition, again not recogniz- 
ing any element of profit in the final sale. 
In no case may goods of this character be 
valued at less than scrap price. While these 
specific methods are provided in the Regu- 
lations, such goods under normal conditions 
do not constitute a substantial part of the 
inventory and, if the taxpayer pursues a 


1337. T. 1561, II-1 CB 30. 

4 Regulations 111, Section 29.22(c)-2. 
15 [bid. 

16 Ibid. 
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reasonable course, it is improbable that any 
difficulty will be encountered. Some tax- 
payers, however, have a troublesome prob- 
lem in the valuation of parts for discontinued 
products, used merchandise, etc., where such 
goods are substantial in amount. In these 
cases, the most satisfactory procedure from 
both accounting and tax viewpoints is, after 
thorough consideration, to set down a rea- 
sonable set of rules to be adopted and then 
consistently followed unless some unforseen 
condition forces a change. For example, a 
taxpayer might inventory discontinued parts 
that are expected to be consumed by repair 
orders within a specified period, say two 
years, at full price and include the balance 
at scrap value. 


Another Pitfall 


The Regulations provide that the de- 
duction of a reserve or an estimated de- 
preciation from the total inventory is an 
improper method and will not be allowed. 
While it is conceivable that a taxpayer could 
have depreciation in value of inventories and 
the deduction of a computed total would 
result in a proper inventory valuation, he 
will, no doubt, encounter difficulty with this 
method. The proper method is, of course, 
to separately consider each item of depreci- 
ated merchandise and establish a value on 
the separate items. 


As previously stated, inventory valuation 
is not an exact science, and because of that 
fact there are many different principles and 
systems used by various taxpayers in the 
determination of cost for inventory pur- 
poses. Some of the methods used represent 


trade practices, and the Regulations* recog- - 


nize this factor. Others have been adopted 
because of convenience of computation and 
for various other reasons. Under ordinary 
circumstances, inventory valuations are not 
challenged by the taxing authorities if the 
methods used result in a reasonable valua- 
tion and are consistently applied. 


The distinction between inventories as 
valued under Section 22(c) of the Code and 
a capital asset defined in Section 117(a) is not 
always clearly delineated, and several cur- 
rent cases have emphasized this point. While 
this discussion is not primarily concerned 
with inventories of farmers and livestock 
raisers, the interesting point as to whether 
certain cattle are properly includible in in- 
ventories or are capital assets has been con- 
sidered in several recent court cases.” It 


7R, W. Albright v. U. 8., 49-1 ustc {| 9215, 
173 F. (2d) 339: Fawn Lake Ranch Company, 
CCH Dec. 17,061, 12 TC —, No. 153: Isaac 
Emerson, CCH Dec. 16,989, 12 TC —, No. 115. 
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is obviously to the benefit of farmers and 
livestock raisers to reflect livestock sales as 
sales of capital assets. In the Albright case 
the circuit court held that gain on the sale 
of hogs used for breeding purposes was 
capital gain, even though the animals were 
replaced each year. Other cases have been 
similarly decided. This issue is unsettled 
at the present time and no doubt additional 
light will be shed on the subject by the 
Supreme Court review of the Albright case. 
Another interesting problem bearing on the 
question of inventories versus capital assets 
involves security dealers, and there have 
been recent cases on this subject. These 
cases, of course, involve the question of 
whether particular securities held by dealers 
constitute investments or items of inven- 
tories. In E. Everett Van Tuyl™® and Marks & 
Company, Inc.,* the taxpayers were able to 
convince the Tax Court that, by segregation 
of the investments or by other evidence, the 
particular securities at issue were not held 
for resale to customers in the ordinary 
course of business and hence were capital 
assets. This is an important consideration 
in the taxes of security dealers and is one 
that merits consideration of their tax advisors. 


Earlier in this discussion, it was stated 


that further comments would be made on 
the question of what particular expense 
items were includible in overhead in com- 
puting cost for inventory purposes. It 
should be stated that these comments are 
primarily made with the provisions of the 
Internal Revenue Code in mind and could 
be the subject of exception by cost account- 
ants and others. This discussion comes up 
because it is not clear what is deductible in 
the computation of gross income and what is 
deductible from gross income in determining 
net income. In a trade or manufacturing 
concern, gross income is generally under- 
stood for tax purposes to be net sales 
less cost of sales. Section 29.22(c)-3 of 
Regulations 111 provides that cost shall 
include “indirect expenses incident to and 
necessary for the production of the par- 
ticular article,” and Section 23 of the Code 
sets forth specific items which are deductible 
from gross income in the year paid or 
accrued. Taxes are a good illustration of 
this point. Many taxpayers consider prop- 
erty taxes, payroll taxes, and certain other 
taxes as part of the manufacturing overhead. 
Section 23(c) of the Code provides that all 
taxes are deductible in the year paid or 
accrued. If such taxes are included in over- 
head and capitalized as a part of the inventory 


18 CCH Dec. 16,995, 12 TC —, No. 119. 
19 CCH Dec. 17,071, 12 TC —, No. 161. 
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valuation, the taxpayer is in effect carrying 
forward a portion of the tax deduction to 
which he is entitled under Section 23(c) in 
the year paid or accrued. The one case that 
bears directly on this point is that of the 
Montreal Mining Company,” decided by the 
Tax Court on September 16, 1943. In that 
case one of the issues was whether or not 
taxes could be considered in determining 
inventory valuations. The taxpayer was a 
corporation organized in Wisconsin and was 
engaged in the business of mining iron ore. 
In accordance with the practice of other 
companies in this industry, it had for many 
years considered that property taxes, Wis- 
consin income tax, payroll taxes and fed- 
eral capital stock tax were a part of its cost 
of production to be used in valuing inventories. 

The Commissioner took the position that 
such taxes were specifically allowable under 
Section 23(c) and, because of that fact, it 
was improper to capitalize a portion thereof 
through the inventory valuation. In its 
opinion the Tax Court stated that the Com- 
missioner could determine what was the 
best accounting practice for the industry 
and, unless shown to be arbitrary or capri- 
cious, such action must be sustained. The 
court went on with the rather significant 
statement that, even though the taxpayer’s 
sole operation consisted of mining in Wis- 
consin, the payment or accrual of such taxes 
did not constitute indirect expenses incident 
and necessary to the production of ore. 

The Circuit Court of Appeals affirmed the 
decision of the Board of Tax Appeals in 
the inventory valuation issue in the Montreal 
Mining case. The issue was affirmed with- 
out opinion and the order carries a signifi- 
cant final paragraph which is quoted as 
follows: 

“Tt is understood, however, that this order 
is not to be considered and shall not be 
considered a precedent, or as in any way 
binding the Court in respect to future rul- 
ings on similar issues.” 

Thus it was specifically held in the fore- 
going case that taxes were not to be in- 
cluded in the computation of the inventory 
valuation. 

It is interesting to speculate how far this 
theory could be carried. Regulations pro- 
mulgated under Section 23(a) of the Code 
enumerate many expenses as deductions from 
gross income. Such items include cost of 
supplies, .repairs, compensation, pensions, 
etc. Other subsections of Section 23 allow 
interest, taxes, depreciation, depletion, con- 
tributions to employees’ trusts, and other 
expenses as deductions from gross income. 


2 CCH Dec. 13,482, 2 TC 688; aff'd 44-2 ustc 
19490 (CCA-6, 1944). 
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It is understood that after the decision 
was promulgated in the Montreal Mining 
case, the Commissioner was asked the extent 
to which the theories expressed therein 
would be applied to inventory valuations. 
It is further understood that in an unpub- 
lished ruling it was held that the consistent 
practice of the taxpayer would govern and 
that, if items of this nature had previously 
been considered in inventory valuations, no 
change could be made without permission 
of the Commissioner. Thus, it appears that 
the problem is maintained in status quo. It 
is reported that in this unpublished ruling 
the Commissioner took the position that 
amortization of emergency facilities, deduc- 
tible under Section 124 of the Code, must 
be deducted within the period fixed by stat- 
ute and cannot be deferred by inclusion in 
inventory valuation. 


At the present time there is very con- 
siderable discussion of the question of pen- 
sions for industrial workers. In many cases 
the granting of such pensions would con- 
stitute a new expense tothe taxpayer. 
Assuming that such pensions would be deduc- 
tible under the provisions of Section 23(p) 
of the Code, the question arises as to whether 
the cost of such pensions might properly 
be deducted as a direct expense rather than 
being reflected in the overhead for inven- 
tory valuation purposes. In view of the 
fact that many taxpayers have never had 
this expense before, they might in effect 
have an election as to the method of handling. 
This question is raised without necessarily 
attempting to give an answer, although, for 
valuation of inventories for tax purposes, 
the taxpayer might well consider the advis- 
ability of excluding the cost of any pension 
plans from the basis of inventory valuation. 
It is interesting to reflect on this situation. 
The Regulations state only that expenses 
‘incident to and necessary for” the produc- 
tion of the article are to be included in 
overhead. The Montreal Mining case in 
effect states that anything deductible under 
Section 23 should not be included in over- 
head for inventory valuation purposes. A 
broad construction of the regulation on the 
one hand and the Montreal Mining theory 
on the other would surely produce widely 
varying inventory costs for the same article. 
Which is right? The Commissioner says 
that a taxpayer cannot change his inventory 
practice without permission. Thus we are 
back on the rule of consistency, which year- 
in and year-out normally reaches a reason- 
able result. 





“21 CCH Dee. 15,547, 8 TC 14. 
2 CCH Dec. 16,264, 10 TC 328. 
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Much has been said and published on the 
general subject of the elective method of 
inventory valuation provided in Section 22(d) 
of the Code and popularly known as LIFO 
inventory valuation. Attention will now be 
directed to certain current matters of in- 
terest in this connection. 


Because of the uncertainty surrounding 
commodity prices at the present time, there 
are relatively few taxpayers now adopting 
LIFO inventory valuation. When lower 
prices are considered a distinct possibility, 
it would, of course, be unwise to freeze in- 
ventory valuations. The principal problem 
of tax practitioners in recent months has 
been in connection with the examination of 
returns for prior years filed under this in- 
ventory method. With the release of the 
Tax Court decision in Hutzler Brothers 
Company ™ and the subsequent amendments to 
the Regulations with respect to retailers, as 
well as the Tax Court decisions in Edgar 
Basse” and Sweeney & Company™ it was 
felt that substantial strides had been made 
in determining practical means of establish- 
ing LIFO inventory valuations. The Com- 
missioner has taken no action with respect 
to the adoption of an amended regulation 
that would simplify this problem for tax- 
payers generally. It is understood that such 
revision of the Regulations has been under 
active consideration and that it is antici- 
pated that some revision will be made. It 
is to be hoped that this revision will permit 
the settlement of many pending LIFO cases. 

Taxpayers who have adopted LIFO are 
facing one rather serious problem under 
currently existing conditions. With the coal 
and steel strikes, the maintenance of LIFO 


quantities of these and related commodities’ 


is extremely difficult. The impossibility of 
maintaining normal stocks was recognized 
during the war period by the adoption of 
Section 22(d)(6) relating to involuntary 
liquidation of LIFO quantities. The elec- 
tion with respect to items subject to invol- 
untary liquidation expired in most cases with 
the calendar year 1947 or fiscal years ended 
in 1948 and is therefore no longer applicable. 
If a taxpayer cannot currently maintain 


normal inventory quantities of goods, he 


will be faced with the prospect of paying 
tax on the profit from the liquidation of the 
LIFO quantities during the current year 
and the permanent loss of his LIFO base. 
It appears that the only solution to this 
problem lies in the hands of Congress. 


[The End] 


23 CCH Dec. 16,282(M), 7 TCM 121. 
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PENSION AND PROFIT-SHARING 
PLANS 


By ARTHUR STEDRY HANSEN — Consulting Actuary, Chicago, Illinois 


THE AUTHOR-LECTURER HAS SERVED AS ACTUARY FOR THE SEN- 
ATE SUB-COMMITTEE ON PENSION AND PROFIT-SHARING PLANS 
AND AS EXPERT CONSULTANT FOR THE TREASURY DEPARTMENT 


ECORDS of profit-sharing plans shortly 

after the middle of the nineteenth cen- 
tury have been found in France. Pension 
plans developed in the latter part of the 
nineteenth century for policemen and fire- 
men in this country. Information is inade- 
quate on plans up to the era beginning in 
1910, although there is evidence that there 
were both profit-sharing and pension types 
of plans as we now know them, as well as 
many other variations prior to such date. 
Many plans were created in the period from 
1910 to 1916. The surviving plans of this 
group were essentially those now classified 
as pension or profit-sharing plans. Some 
were contributory and others were non- 
contributory. 


Little change occurred thereafter until the 
Internal Revenue Code required that a trust 
be created in order to obtain deductions 
for contributions to such plans. A number 
of stock bonus plans were created prior 
to 1929, but nearly all of them were ter- 
minated during the following depression. 
Essentially all of the plans prior to that time 
were of the trust type. As we came out of 
the 1933 depression, insured plans began 
to appear. Since Section 165 of the Internal 
Revenue Code limited deductions to trust 
plans, tax advantages were available under 
insured plans. This discrimination continued 
until, and was perhaps the main cause for, 
the 1942 legislation. Meanwhile, tax rates 
were increasing, so the tax incentives for 
creating insured plans provided a new 
source for insurance sales. Such plans quite 
frequently included only the top-salaried 
employees, and were in many cases created 
only because of the tax advantages. A num- 
ber of trust plans were changed to insurance 
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plans for this reason. The trend since 1942, 
however, has been somewhat mixed, although 
it has definitely turned back to trust plans of 
both the pension and profit-sharing types. 
It is obvious from past history that in- 
dividual conditions apparently differed sufh- 
ciently so that the types of plans established 
varied widely among different types of com- 
panies at the same time, and also tended to 
move through certain general underlying 
patterns, depending upon’ the changes in 
economic conditions, social thinking and tax 
law. In view of this evidence, therefore, 
it appears that no one type of plan will meet 
the problems either today or in the future. 


Type of Plans 


While not all pension and profit-sharing 
plans involve a deferment of payments, plans 
in which benefits are paid in the same year 
that contributions are received involve rela- 
tively few tax problems, and are generally 
covered under Section 23(a) with a test of 
reasonableness. The present discussion is 
limited to the deferred type of plan involv- 
ing Section 165(a) and Section 23(p) of the 
Internal Revenue Code. While five types of 
plans are covered in these sections, for prac- 
tical purposes they may be considered under 
three headings: (1) pension and annuity 
plans, (2) profit-sharing and stock bonus 
plans and (3) other nonqualified plans. 

The intent of the 1942 law was to treat 
insured and trust pension plans alike, al- 
though because of the structure of the Code, 
the provisions applying to trusts were set 
up in Section 165(a) and the provisions 
applicable to insured annuity plans were set 
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up in Section 23(p)1(B). With a few excep- 
tions—for example, the possible use of 
capital gains in a trust plan not available 
in an insured plan—the tax treatment of 
trust and insured pension plans is essentially 
identical. By definition, the stock bonus plan 
is a profit-sharing plan in which the dis- 
tribution is made in stock of the employer. 
As there are almost no such plans today, 
their general situation will be covered by 
comments on profit-sharing plans. Unquali- 
fied plans may have many characteristics; 
and while there are a number of them, they 
have limited applications. 

While it is impossible to include certain 
death benefits, dismissal payments and other 
welfare benefits in a qualified pension plan, 
and while the inclusion of such benefits does 
affect the tax treatment and costs, such bene- 
fits must be only incidental to the major 
deferred benefit if a plan is to qualify for 
deferred tax treatment. A report of the 
Steel Industry Board appointed by the 
President on July 15, 1949, clearly makes a 
distinction between pension and welfare 
benefits. While there may be some ad- 
vantages, under certain circumstances, in 
including some of the welfare benefits in a 
pension plan, for consideration of the prob- 
lems involved in the creation of a plan the 
division made in the steel committee report 
is basically satisfactory. This division is 
such that the pension plan would be coin- 
pletely included under Section 23(p), where- 
as the welfare plan would be completely 
included under Section 23(a). 


Creation of Plans 


Pension and profit-sharing plans have been 
created for many reasons—for example, tax 
advantages; general social considerations; 
precedents established by competitors; recog- 
nition of the need for a plan to remove 
superannuated employees from the payroll, 
to provide incentives for employees or to 
require employees to save; and many ,other 
miscellaneous material and psychological 
reasons. Historically, plans have been 
created in surges; unfortunately, many of 
them have also been terminated in certain 
periods. It is, therefore, important to con- 
sider not only the reasons for creating the 
plan but also the probable effect of future 
changes on the plan. 

Perhaps the most satisfactory approach 
to the creation of a plan at this time would 
be to use caution and to consider the pos- 
sible effect which the changes that are likely 
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to occur over the next period of years will 
have on the plan. The plan should be con- 
sidered not only from the point of view of 
the circumstances of the individual company, 
but from the over-all, long-term economic 
and financial problems which are likely to 
arise in the future. . 


Pension v. Profit-Sharing Plans 


Basically, pension and profit-sharing plans 
perform different functions. Unfortunately, 
if they are combined in one plan, the result 
takes on the bad rather than the good 
features of each. A pension plan is gen- 
erally applicable to an older, established 
company in which there are at the inception 
of the plan, or will be in the near future, 
a number of older persons likely to become 
superannuated. The pension plan is also 
applicable to cases in which the maximum 
retirement benefit from the lowest company 
contribution is required. 


The profit-sharing plan is applicable to 
new companies or to companies with rela- 
tively young employees. The profit-sharing 
plan presumably is an incentive plan, although 
under some circumstances, since the incen- 
tive is so far removed from immediate pro- 
duction, the plan does not always meet this 
test. While a profit-sharing plan may meet 
part of the pension problem, it can do this 
only after a long period of accumulation, 
and only at company contributions consider- 
ably higher than would be required in a 
pension plan. While a profit-sharing plan is 
applicable in many circumstances, the early 


vesting, the definite formula for employer 


contributions and the limitations of weight- 
ing for past service required to qualify a 
plan for tax purposes prevent such a plan 
from meeting immediate retirement problems. 


A pension plan, on the other hand, need 
not have a fixed obligation for employer 
contributions. In fact, within limits, it is 
possible to have more flexibility in employer 
contributions under a pension plan than 
under a profit-sharing plan. This arises from 
the fact that the Regulations do not require 
a plan to be actuarially sound; the require- 
ment is merely that the benefits or contribu- 
tions be actuarially determinable, and that 
the benefits not be based on profits. This 
form has been used by most of the old plans 
which survived the last major depression. 
This type of plan also is the one most 
directly applicable to the current union de- 
mands, and is the most flexible one possible 
under the Income Tax Regulations. 
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Employee Contributions 


Insofar as tax considerations are con- 
cerned, it is immaterial whether a plan re- 
quires employee contributions or not. All 
tests are applied to employer contributions. 
There are obviously two schools of thought 
today, since Ford has approved a noncon- 
tributory plan in recent negotiations, and 
since the United States Steel Company is 
suffering a strike because it apparently feels, 
as a matter of principle, that a pension plan 
should require employee contributions. 

There is obviously no complete immediate 
answer, although our experience indicates 
numerous advantages to an employer in a 
plan which does not require employee con- 
tributions. This is perhaps particularly true 
if plans are entered into as a result of nego- 
tiations. If a plan requires employee con- 
tributions, the contributions must come out 
of the take-home pay which is provided by 
the employer. The benefits under a plan 
requiring employee contributions will pre- 
sumably be higher, and the total cost of the 
plan will presumably ultimately be borne by 
the company through subsequent negotia- 
tions. Employee contributions further create 
a vested right by an employee, at least in 
his own contributions; and serious prob- 
lems may arise during the next depression 
if, as a matter of negotiations, the employees 
wish to withdraw their accumulated funds 
because their take-home pay is materially 
reduced below a living standard at the time. 

The issues involving employee contribu- 
tions are certainly far from resolution. Many 
large employers have definitely adopted non- 
contributory plans, while other employers 
are definitely demanding contributions of the 
employees. Generally the CIO union groups 
are requesting noncontributory plans, where- 
as the AFL groups are, in effect, demanding 
increases in take-home pay, and are disre- 
garding pension plans or leaning toward 
contributory plans. The result is apparently 
that both types of plans will continue in the 
future, in varying degrees, depending upon 
the changes in circumstances of individual 
employers and in general trends as a whole. 
The immediate answer, therefore, will be 
found not in a general trend, but rather in 
the individual circumstances of the employer. 


Separate or Consolidated Plans 


One of the most difficult problems which 
will face the Bureau of Internal Revenue, 
and which perhaps have to be answered by 
legislation, is the effects on the present 
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structure of regulations if plans are to be 
required to be created for more than one em- 
ployer, and where changes will be required 
in plans from time to time as a result of 
union negotiations. A particular problem 
facing the employer at this time is whether 
to create separate plans for each union and 
for other nonunion employees, or to provide 
a company-wide plan. Up to the present 
time, it has been found desirable to have 
one standard company-wide plan for all em- 
ployees. Now, however, in view of the fact 
that plans must be negotiated with unions, 
perhaps a more satisfactory temporary solu- 
tion would be the creation of a plan for the 
organized groups as a unit and a plan for 
the nonorganized group as a unit. The plans 
should be identical. They can later be 
merged if circumstances warrant. 


Union Negotiations and 
Tax Consequences 


The immediate future will raise difficult 
problems for tax men generally, and for the 
Pension Trust Division of the Internal Rev- 
enue Bureau. Because of the character of 
union negotiations, agreements are likely to 
be reached during last-minute negotiations 
without reference to tax consequences. 
While there is no assurance as to the tax 
consequences of any of the irregularities in- 
volved in negotiated plans, there are, per- 
haps, certain basic principles which might 
be considered in negotiating plans. In all 
of the negotiations provision should, per- 
haps, be made that plans will be subject to 
approval by the Bureau before they become 
effective. 


Future Outlook 


A particularly disturbing economic factor 
presents itself in the present trend towards 
pension plans. If deferred plans are gen- 
erally estabilshed, the reserves required in 
these funds, even on a modified funding 
basis, will require such large investments 
over a period of years that the present finan- 
cial structure of the country will be changed. 
Past experience has indicated that security 
cannot be guaranteed by paper promises. It 
is necessary to have an economy that is 
working and producing the food, shelter and 
clothing to maintain an adequate standard of 
living in the future. If more people have 
security, fewer people will remain to put 
forth the effort to produce the wherewithal 
to maintain such security. Even though 
technological improvements will possibly in- 
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crease productivity so that fewer and fewer 
hours will be necessary to provide the essen- 
tials of life, so long as we have a free 
economy, the problems of distribution and 
taxation will automatically place limits on 
the amount of possible paper security. These 
limits will not be determined by the paper 
values in pension or profit-sharing trusts, but 
will be determined by public sentiment, 
union negotiations and general political 
pressures. 


Theoretically, therefore, while we are mov- 
ing in the right direction, we must recognize 
the absolute necessity of not projecting se- 
curity beyond realistic possibilities. Under 
such circumstances, it is impossible to make 
generalizations as to what types of plans, 
levels of benefits, methods of funding, etc., 
are satisfactory at the present time. The 
apparent solution is for each company, or 
each bargaining unit, to consider the indi- 
vidual circumstances in light of the over-all 
problems just indicated, and to recognize 
that whatever is done will be subject to 
change and therefore must be as flexible as 
possible. The relationship of promised bene- 
fits and costs, together with the distributions 
or allocations in time and among groups, 
rather than patterns or precedents estab- 
lished by other groups under other circum- 
stances must be considered as the basis for 
plans. Possible future inflation must also 
be considered when dealing with pension or 
profit-sharing plans involving the deferment 
of payments over long periods of years. 
Last, but not least, the tax effects must be 
considered, even though the rules existing 
at the present time may need to be modified 
under the new circumstances. 


Bureau Rulings in Past Year 


Bureau rulings fall in perhaps two general 
categories, namely, those of a general nature 
officially publicized and those relating to 
individual plans. During the last year rela- 
tively little has been officially publicized. 
The task of the Pension Trust Division has 
been more or less one of administering the 
existing law and regulations as they apply 
to individual plans, rather than creating new 
rules and regulations. 

Perhaps the only important official releases 
since P. S. 61, issued in August, 1947, are 
T. D. 5666, issued on November 2, 1948, and 
effective on December 7, 1948, and Mim. 
6394, requiring a written instrument to prove 
a trust. T. D. 5666, which amended many 
portions of Regulations 111, Section 29.23(p), 
was the result of months of study, by the 
Internal Revenue Bureau’s Washington staff, 
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of all the problems encountered in reviewing 
plans approved up to that time and de- 
termining the deductions to be allowable 
under such approved plans. While the T. D. 
is rather lengthy, it made no basic changes 
in any of the fundamentals evolved up to 
that time. Its purpose was generally to 
clarify a number of the detailed technical 
provisions and to coordinate the results of 
the previous policy decisions in the classifi- 
cation of the regulation divisions. Additional 
information was required in the material to 
be filed with the tax return, although certain 
eliminations were also permitted after in- 
formation had been filed for two years since 
the adoption or amendment of the plan. A 
specific provision allowing a twelve-month 
period from the end of the year for filing 
the complete information was prescribed. 


More rulings on terminations and partial 
terminations were considered during the 
past year than during previous years. Rul- 
ings on new plans and amendments pro- 
ceeded generally in accordance with the 
procedures evolved during previous years. 
More approvals of amounts of deductions 
under Section 23(p) for prior years were 
cleared than during previous years. On the 
whole, the Bureau rulings for the past year 
have followed the general pattern evolved 
prior to that time. 


Bureau Attitudes 


The attitude of the Bureau since the 
general administration of pension trusts was 
decentralized in 1943 has gradually changed 
with changing levels of knowledge, chang- 


ing personnel and changing economic con-- 


ditions. Furthermore, attitudes vary from 
office to office, among individuals in any 
given office and from time to time; it is, 
therefore, impossible to generalize as to an 
attitude of the Bureau. In recognition of 
these differences, the best expression of the 
Bureau’s attitude today would probably be 
that it is generally unchanged in major re- 
spects from its general attitude up to a year 
or so ago. 


The local offices generally are trying to 
help put plans into effect and to maintain 
them on a qualified basis. Both complete 
and partial terminations are definitely dis- 
couraged, although modifications tending to 
be partial terminations are suggested in lieu 
of complete terminations wherever possible. 
The amounts of deductions allowable under 
Section 23(p), however, are being carefully 
reviewed in the local offices; and partial 
disallowances are being made in many cases 
where contributions in past years have ex- 
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ceeded a strict interpretation of the limits 
under the Code as now determined on the 
basis of hindsight available to the Bureau. 


While the local office has final authority, 
the deductions allowed under such plans are 
now being postreviewed in Washington. The 
Washington attitude on amounts allowable 
under Section 23 (p) appears to be some- 
what more rigid than that in the local offices. 
This is particularly true of deductions in the 
excess profit tax years, although it is likely 
that a similar attitude will be continued 
when current year deduction are post- 
reviewed in the future. 


Investments in Company Securities 


Approvals of investments in company se- 
curities under P. S. 49 are cleared in Wash- 
ington rather than locally. The attitude is 
generally liberal, in that almost any reason- 
able arm’s-length transaction is approved so 
long as the distribution of assets in the 
trust is not unbalanced in relation to the 
type of plan. Approvals have been issued 
after investments have been made in some 
cases, but it is recommended that prior ap- 
proval be obtained in all cases. Action is 


generally rather prompt if all information. 


required to determine the effect of the in- 
vestment is submitted with the request for 
approval. The important test is the reason 
for the investment; it must be for the benefit 
of the employees and not of the employer. 


Integration and Discriminations 


The problems of integration and discrimina- 
tion, which were the greatest concern of the 
Bureau in the years following 1942, have 
apparently been resolved. While they are 
still important, they have become more or 
less standardized and are causing little con- 
cern at present. The problems today appear 
to be directed more to the “exclusive benefit 
of the employees of the employer,” to the 
“permanency of the plan” and, of course, 
to the limits on Section 23(p) deductions. 
Illustrations of some of the more current 
actions follow. 


Permanency of Plan 


While the Regulations prescribe no stand- 
ards upon which to determine the perma- 
nency of a plan, they specifically indicate 
that a plan must be permanent. The tests 
applied by the Bureau upon request for ap- 
proval of new plans involve a comparison of 
the probable annual costs of pension plans 
with payrolls and profits for prior years, in 
order to determine that such costs are 
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reasonable and possible in future years. In 
cases of profit-sharing plans, the test is 
whether or not the anticipated profits of the 
employer, as can be determined from past 
experience modified for current circum- 
stances, will be likely to result in sufficient 
benefits under the plan to make it operate 
satisfactorily over a period of future years. 
The Bureau does not require a guarantee 
of permanency in the plan itself; in fact, the 
Code and Regulations permit plans to pro- 
vide for change, or to terminate, at any 
time. Actual’ total or partial termination is 
subject to a good business reason if de- 
ductions are not to be adjusted retroactively. 
Disallowances of past deductinons have been 
made in cases of terminations of plans origi- 
nally created for apparent tax advantages 
without adequate justification of permanency. 
Most of such terminations have occurred in 
insured pension plans for small groups. 


Numerous partial terminations and some 
complete terminations have been permitted 
without retroactive tax disallowances. Gen- 
erally such plans met the present tests for 
probable permanency when they were created, 
as determined on the basis of present hindsight. 


Partial Termination 


Partial-termination test generally apply 
only to retirement benefits. Reductions in 
vesting, insurance and death benefits, options 
and payments for periods certain, etc., nor- 
mally will not be considered as partial 
terminations. Nor will changing the method 
of funding to reduce current contributions 
by deferring the funding of the initial past 
unfunded amounts be generally considered 
a partial termination. Many plans have been 
modified by removing the so-called Section 
23(a) or “frill” benefits and deferring the 
funding of past unfunded amounts without 
retroactive tax problems, thus making it 
possible to continue a satisfactory retire- 
ment plan with reduced requirements for 
current contributions. Permission has also 
been given to change pension plans to profit- 
sharing plans if the average contribution 
estimated for the future on the plan formula 
and future profits will be comparable with 
contributions prior to the amendment. A 
change to a profit-sharing plan results in a 
different type of benefit to employees and 
provides a variation in future contributions 
with future profits, but requires approxi- 
mately the same aggregate level of contri- 
butions. The change to a flexible trusteed 
pension plan not only retains the basic 
pension benefits and the higher limit for tax 
deductions but permits variations in con- 
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tributions according to ability to pay (within 
limits) and at a lower total average re- 
quirement, if necessary. 


Good Business Reasons 


Good business reasons for terminations, 
as required by the Regulations, will include 
(a) inability to make contributions because 
profits are likely to be inadequate, provided 
the plan originally appeared to be per- 
manent; (b) material cost increases unfore- 
seeable at the inception of plan on the basis 
of hindsight; (c) union demands; (d) requests 
of employees for cash rather than benefits; 
and (e) mergers, consolidations or reorgani- 
zations where resulting circumstances cause 
financial problems. For example, union em- 
ployees were excluded from a plan with no 
retroactive tax consequences because a raise 
in excess of the value of the contribution to 
the plan for them was negotiated. Discon- 
tinuance of a plan was permitted with no tax 
consequences in a situation in which a larger 
employer with no plan acquired another 
company with a plan. 


Flexibility in Contributions 


While there has been no official publica- 
tion so indicating, the Bureau will now 
permit a profit-sharing plan to be integrated 
—that is, a profit-sharing plan may exclude 
earnings up to $3,000, provided there are 
total limits on contributions and benefits on 
a basis somewhat comparable to an inte- 
grated pension plan. This development in- 
dicates a change in Bureau attitude in 
recognizing flexibility in contributions in 
order to make it possible to continue plans, 
although as a practical matter the limits 
placed on such plans do not permit as satis- 
factory results as can be obtained in flexible 
trusteed pension plans, and the change does 
not in any real way open the door to execu- 
tive plans. 


Multi-Employer 


A peculiar conflict appears to be arising 
in Bureau attitudes toward plans involving 
employees of more than one employer. 
Basically, in joint plans, the problem of the 
Bureau has been to apply the test of “ex- 
clusive benefit for the employees of the 
employer”—that is, fundamentally contri- 
butions of each employer must be used ex- 
clusively for employees of such employer 
and no other. Actually, under P. S. 51, con- 
tributions to a trust with more than one 


employer may be allocated on bases which © 


inherently average costs. Insured plans 
obviously also permit the averaging of mor- 
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tality and interest costs among different 
employers. Within these limits, however, 
the Bureau requires the plan to contain pro- 
visions which will preclude the use of con- 
tributions by one employer for employees 
of another employer. In fact, we have just 
recently had one specific disapproval of a 
plan which had been approved and in effect 
for several years, on the ground that the 
trust permitted receipt of “other income.” 
The intention of the language was originally 
to cover only income and gains in invest- 
ments; but the Bureau now feels that this 
language might permit contributions. by 
other than the employer, which would be 
contrary to the exclusive-benefit test, and 
that possibly other payments might be made 
to the trust and receive tax-free interest 
until distributed. Since this matter is still 
pending, the ultimate attitude is not known; 
but the type of situation indicates present 
thinking. 

On the other hand, approvals have been 
issued for plans created by union groups (as 
distinguished from a plan “created by an 
employer for the exclusive benefit of his 
employees”) to which many employers con- 
tribute, and in which benefits are paid to 
members of the union irrespective of the 
employer. This is caused, no doubt, by re- 
cent general public attitudes and possibily 
even by political expendiency. The ulti- 
mate problem, however, really arises when 
employers attempt to justify deductions for 


contributions to such plans. This may require’ 


further interpretation of the Code and Regu- 
lations, or possibly amendments to the law. 


Integration with 
Revised Social Security 


Washington is spending some time in at- 
tempting to determine what actions will 
have to be taken if new social security 
benefits are enacted. Any change in the 
benefit structure of the primary insurance ben- 
efits will necessitate a change in the basis 
of integration limitations. No specific plans 
have been formulated up to the present time 
because of the numerous possible variations 
in the amended social security benefits. 
Since legislation is not expected this year, 
there is no immediate need for specific pro- 
posals, although the Bureau recognizes the 
problem and will probably be in a position 
to issue revised regulations soon after the 
changed social security law is effective, as 
contrasted to the delay in issuing new regu- 
lations in 1942. 


Generally it is expected that social secur- 
ity benefits will be increased. If the same 
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theories of integration are continued, it will 
be possible to obtain greater discrimination 
in favor of highly compensated employees 
in private plans. This, together with other 
trends in Bureau attitudes, may provide a 
basis for better meeting some of the execu- 
tive plan problems. Unfortunately, how- 
ever, there are many problems in such plans; 
and with current union demands, etc., diffi- 
cult personnel problems may be created. 
Only developments over the next months 
will answer these problems. Thought and 
application now, however, may help to mold 
a satisfactory pattern. 


Reconsideration upon Amendment 


As a rule, existing plans are being, and 
can be, amended to meet current trends. 
While generally the Bureau is not reviewing 
plans to require changes to meet current 
thinking, every time a plan is amended the 
Bureau reviews the entire plan and requires 
such changes ‘even though the amendments 
do not involve such items. Many of the 
generalities approved years ago, therefore, 
are being limited at the present time. The 
attitude of the local Bureau offices is gen- 
erally rather adamant in such cases, and the 
fact that a provision has existed for some 
time, or that it has not actually caused any 
discrimination, will not usually be accepted. 
The tendency is to bring all plans by their 
provisions within the interpretations of the 
Code, Regulations, etc., as they exist when 
the plan is being reconsidered. 


Segregating Joint Plans 


Problems arising in plans because of 
merging or liquidating, or otherwise chang- 
ing employers, are recognized, but no spe- 
cific pattern appears to be set up at this 


time. A pattern is, however, developing and 
will probably materialize in the near future. 
Generally at the present time the theory of 
maintaining accumulations from employer 
contributions for the exclusive benefit of the 
employees of such employer will be the 
basis of adjustments, insofar as it is possible 
to use such a basis. In plans in which the 
assets have been scrambled or commingled, 
solutions will need to be developed. Under 
the present trend of union plans, the pooling 
of assets becomes more prevalent, with the 
result that problems are likely to be multi- 
plied. Solutions will, however, undoubtedly 
arise as the need for them materializes. 


Conclusions 


The foregoing summary of Bureau atti- 
tudes obviously represents our interpreta- 
tions of actions of the Bureau as developed 
from conferences and other facts available 
to us. The statements are, of course, not 
official Bureau statements. The experience 
of others may differ from ours in some in- 
stances, although it is believed that the fore- 
going interpretation of the attitudes of the 
Bureau is reasonably satisfactory as of the 
present time. 


Perhaps the one important factor to be 
borne in mind when plans are created or 
amended, or when computations of allow- 
able deductions are made, is that by the 
time the plans are rev’ wed by the Bureau, 
the basis for interpretation may have changed. 
The procedures with respect to the prob- 
lems arising under the 1942 law have per- 
haps become reasonably well stabilized, 
although conditions are now changing so that 
new problems arising out of present union 
activities may require a major change in 
regulations, etc., in the very near future. 

[The End] 


“Industry must show employees that security provided by the 


rovernment invites bureaucracy, 


liberties. 


strangling taxation, and loss of 


Employees must be shown that their security is related 


to the security of the company.”’—Harry A. Bullis, Chairman of the 


Board, General Mills, Inc. 
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CURRENT ISSUES 
CONCERNING THE— 


MARITAL 
DEDUCTION 


By D. H. McLUCAS 


The author-lecturer is Vice President of The 
Northern Trust Company, Chicago, and is a 
member of the Committee on Federal Gift 
and Estate Taxes, Section on Taxation, 
American Bar Association 


7 SUBJECT “Current Issues Con- 
cerning the Marital Deduction” would 
seem to presuppose that some issues relating 
to the marital deduction are not current and 
therefore determined. Unfortunately, such a 
supposition is contrary to facts. Only time 
and the judicial process will settle the many 
questions—some of which are now known 
but many of which will undoubtedly come 
to light in the future—arising under the 
Revenue Act of 1948, which created this new 
deduction. 


Some issués concerning the marital deduc- 
tion are current by reason of the recent 
Regulations, which attempt to interpret the 
law which created it. 


It has been apparent since the adoption of 
the 1948 act that where property is left out- 
right by will to the surviving spouse on the 
condition that she survive the decedent by 
a period of not more than six months, such 
property will qualify for the marital deduc- 
tion if the surviving spouse does, in fact, 
survive the stated period. Assume that prop- 
erty is left in trust for the benefit of the 
surviving spouse, subject to her general power 








of appointment and otherwise qualifying for 
the marital deduction, but conditioned upon 
her surviving the decedent for a period of 
not more than six months. Will such prop- 
erty fail to qualify for the deduction even 
though she does survive the stated period? 
There would seem to be no substantive dis- 
tinction between trusteed property and that 
which is left outright for the surviving spouse 
on the condition of her surviving the dece- 
dent for a stated period. The law and Regu- 
lations, however, seem to discriminate against 
the use of such survival clauses with respect 
to trusteed property. 


If trusteed property is to qualify for the 
marital deduction, then, among other things, 
the law requires that the general power of 
appointment of the surviving spouse be ex- 
ercisable in all events. In interpreting this 
requirement, the Regulations state that the 
power must exist immediately following the 
decedent’s death. Examples are set forth 
stating that the power is not exercisable in 
all events, and hence that the trusteed prop- 
erty will not qualify for deduction, if by the 
terms of the will the power is exercisable 
only after the property has been turned over 
to the trustee by the executor. 

Such an interpretation should lead to the 
conclusion that a power is not exercisable 
in all events if the creation of the trust is 
conditioned upon the survival of the spouse 
for a stated period. If, therefore, the crea- 
tion of the trust is subject to the require- 


ment that the spouse must survive a stated ~ 


period and, as a consequence, the general 
power does not exist unless she survive that 
period, from this interpretation it appears 
that the deduction as to the trusteed prop- 
erty would be disallowed even though the 
spouse should in fact survive the stated pe- 
riod. Not only would such a result cause 
the trusteed property to be subject to estate 
tax in the estate of the first decedent, but 
the same property or that which remains at 
the death of the surviving spouse would be 
subject to tax again in her estate. 

Unless and until this interpretation is clari- 
fied by an amendment to the law or by 
authoritative court decisions, the use of such 
survival clauses with respect to trusteed 
property intended to qualify for the marital 
deduction, should be discouraged. 


Common-Disaster Clause 


The use of the common-disaster clause 
with relation to trusteed property does not 
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where property left in trust for the surviv- 
ing spouse in all respects qualifies for the 
marital deduction, but the creation of the 
trust, and therefore the existence of the 
power, is conditioned upon the spouse’s not 
dying as a result of a common disaster in 
which the decedent meets his death. If the 
decedent dies of natural causes, or if the 
surviving spouse is not present at the time 
of the decedent’s death, such a common- 
disaster clause should not disqualify the de- 
duction, as the power in fact does exist im- 
mediately following the decedent’s death and 
is exercisable in all events. If, in fact, the 
two spouses die as a result of the same dis- 
aster and the property goes over as provided 
in the decedent’s will, no deduction will be 
allowed. Should there be a common acci- 
dent, and the spouse recovers from the in- 
jury she received therein, then, because of 
the uncertainty of recovery at the time of 
the decedent’s death, question may well be 
raised that the power was not in existence 
at the moment of the decedent’s death. Fur- 
thermore, the surviving spouse, at the time 
of audit of the decedent’s estate tax return, 
may still be lingering in the condition caused 


by the injuries she received in the accident, 


so that it cannot be determined then whether 
she will or will not die as a result of the 
common accident. Under such circumstances 
the deduction as to the trusteed property 
may be disallowed. 


If proceeds are held by an insurance com- 
pany under life insurance, endowment or 
annuity contracts, the surviving spouse must, 
among other things, be given a general power 
over such proceeds if they are to qualify 
for the deduction. As in the case of trusteed 
property, the power of the surviving spouse 
over the proceeds must be exercisable in all 
events. In this respect the law and Regula- 
tions dealing with property left in trust for 
the surviving spouse apply equally to insur- 
ance proceeds left with the insurance com- 
pany under the settlement options. The use 
of survival and common-disaster clauses 
should likewise be discouraged in insurance 
settlements otherwise intended to qualify for 
the deduction. 


Diversion of Income to Pay Taxes 


If trusteed property is to qualify for the 
marital deduction, the law and the Regula- 
tions require that the surviving spouse be 
entitled for life to all the income from the 
property. In the absence of contrary provi- 
sions in the trust instrument, under the law 
of many states, including that of Illinois, 
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the surviving spouse would be entitled to 
income from the property from the date of 
the decedent’s death. According to the Reg- 
ulations, the delay in the actual payment of 
income to the spouse occasioned by probate 
before the trust property is turned over to 
the trustee by the executor is not objection- 
able unless the will authorizes or directs 
the executor to delay the distribution beyond 
a reasonable period. 


Income Earned 
During Administration 


The statutory requirement that the spouse 
be entitled to all the income from the trus- 
teed property is somewhat difficult to reconcile 
with a statement appearing in the Regula- 
tions which by implication seems to permit 
income from trusteed property earned dur- 
ing the period of administration to be used 
to pay debts and taxes rather than held for 
eventual distribution to the surviving spouse. 
That portion of the Regulations dealing with 
valuation of property passing to the sur- 
viving spouse requires that net value only 
may be deducted. In considering this ques- 
tion, it is stated: 


“In determining the value of the interest 
in property passing to the spouse, account 
must be taken of the effect of any material 
limitations upon her right to income from 
the property. An example of a case in which 
this rule may be applied is a case in which 
the decedent bequeaths property in trust 
for the benefit of his spouse but the income 
from such property from the date of the 
decedent’s death until distribution of the 
property to the trustee is to be used to pay 
expenses incurred in the administration of 
the estate.” 


It may be inferred from this statement 
that a provision in a will stating that the 
executor shall or may use any part or all of 
the income earned on the trusteed property 
to pay taxes will not jeopardize the allow- 
ance of the deduction on the trust property; 
such a provision will only reduce the value 
of the allowed deduction. 


If such an assumption may be made, it 
will be most helpful in the planning for tax 
money in many estates. An estate consist- 
ing largely of stock of a family corporation 
or other non-liquid assets would find this 
devise extremely helpful in raising a part 
of the tax money. 


Again on the assumption that the Regula- 
tions permit thts diversion of income from 
the trusteed property otherwise qualifying 
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for the deduction, from the date of the de- 
cedent’s death until the executor turns the 
trust property over to the trustee, the devise 
appears to have its’ pitfalls. 


Lawyers are generally agreed that many 
of the known principles pertaining to chari- 
table deductions are equally applicable to 
property intended for the marital deduction, 
In both instances the right to the deduction 
is determined as of the decedent’s death. 
The value of the deduction may be decided 
by property values existing on the optional 
valuation date. 


Remainder Interest to Charity 


A considerable volume of case law has 
developed on the right to deduct a re- 
mainder interest to charity where the trustee 
is given the right to invade corpus for the 
life tenant. The most recent is Henslee v. 
Union Planters National Bank & Trust Com- 
pany, 49-1 ustc J 10,701, 335 U. S. 595 (1949). 
In that case the decedent, by will, first 
made provision for his aged mother with dis- 
cretion in the trustee to invade the principal 
for her pleasure, comfort and welfare. Upon 
the death of the mother a portion of the 
estate was to go to charity. The Supreme 
Court denied the deduction of the charitable 
remainder even though the mother died 
three years after her son while the litigation 
was going on, without having requested, or 
without apparently having any need for, any 
of the trust corpus. The Court refused to 
apply hindsight and concluded that the right 
to the deduction must be determined as of 
the testator’s death. 


In those instances where the future inter- 
est of the charity is deductible, the value of 
the intervening estate is determined by as- 
suming a return of four per cent per annum 
on the property and multiplying that by the 
term of the intervening estate, which may be 
for. life or a term of years. 


Some interesting conclusions may be drawn 
from this principle as it may be applied to 
the sequestration of income from trusteed 
property to pay death taxes. 


Assume that a will is drawn so as to give 
the executor a broad discretion to use any 
part or all of the income from the estate to 
pay taxes. Also assume that some part or 
all of the property comprising the estate is, 
by the terms of the will, to be turned over 
to trustees for the benefit of the surviving 
spouse upon terms intended to qualify for 
the marital deduction. How will the de- 
duction be effected by the provisions of the 
will permitting the use of income to pay taxes? 
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The Regulations require that the allowable 
deduction be reduced by the value of the 
income which is diverted from the spouse. 
From the principle of the Henslee case, it 
would appear that value of the income so 
diverted must be determined as of the date 
of the decedent’s death; hindsight which 
otherwise would enable the executor to re- 
duce the amount of the deduction by income 
actually diverted to pay taxes is not permis- 
sible. With such a general discretion given 
the executor, how can he, as of the testator’s 
death, determine to the satisfaction of the Com- 
missioner the period of the possible diver- 
sion so as to establish with certainty the 
value of property which actually will pass 
to the surviving spouse? In this connection 
it must be remembered that the Regulations 
impose on the executor the burden of es- 
tablishing the value of the property interest 
for which he claims a deduction. If the 
executor is unable to establish the value of 
the property interest passing to the surviv- 
ing spouse, by reason of his inability to de- 
termine with certainty as of the date of the 
decedent’s death the value of income which 
may be diverted to pay taxes, may not the 
marital deduction be placed in jeopardy? 


If a will is to permit the executor to use 
income to pay taxes or other costs of ad- 
ministration, then the period during which 
income may be so used should be limited to 
a specified time by the terms of the will. If 
the will so limits the period of diversion, 
which should not be longer than that reason- 
ably required for the administration of the 
estate, the executor will be able to deter- 


mine with certainty as of the decedent’s . 


death the net value of the property for 
which he claims a deduction. 


Remainder to Estate 


If property is left in trust for the benefit 
of the surviving spouse subject to her power 
of appointment, and if the power is not 
exercised, the property will go over to others. 
Such an interest of the spouse in the property 
is so-called terminable interest. While the 


law does not permit a deduction on termi- ° 


nable interests, it creates an exception with 
respect to trusteed property for the benefit 
of the surviving spouse which is subject to 
her general power. To satisfy this exception, 
certain well-known requirements must be 
met. The spouse must be entitled to all the 
income; no part of the income may be ac- 
cumulated. The Regulations suggest that 
the property must be kept productive for her. 


The law seems equally clear that if the 
entire interest in property passes to the sur- 
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viving spouse or her estate, such a property 
interest is not a terminable one. Thus, if 
property is left in trust with income payable 
to the surviving spouse for life and the re- 
mainder to her estate, no other person has 
any interest in the property. A terminable 
interest has not been created; the property 
will qualify for the deduction in the same 
manner as if it had been left outright to the 
surviving spouse. Where the entire property 
interest is in the surviving spouse or her 
estate, the requirements of the law pertain- 
ing to trusteed property subject to the power 
of appointment of the surviving spouse need 
not be satisfied. Fortunately, the Regula- 
tions recognize this distinction by stating 
that a property interest bequeathed in trust 
by the husband is considered as having 
passed to his surviving wife if the trust in- 
come is to be accumulated for a term of 
years or for the wife’s life with the augmented 
fund payable to the wife or her estate. 

This recognized distinction suggests the 
use of the “remainder to the estate” in 
estate planning. In instances where the sur- 
viving spouse has income of her own, sub- 
stantial income tax savings may result if 


the trustee is given discretion to pay income. 


to her or accumulate it by adding it to 
principal of the fund. Such a discretion 
creates the trust as another tax entity. 
Furthermore, in view of the requirements of 
the Regulations as to the productivity of 
property in trust with power of appointment 
in the surviving spouse, the trust with re- 
mainder to the estate may offer a safer 
haven for certain types of property which 
the husband desires to retain rather than 
have converted following his death. In this 
category are parcels of real estate which, 
though nonproductive, have possibility of 
appreciation in value if they are retained 
because of their location or the possibility of 
oil or other mineral recovery. Some fear 
that stock of a family corporation with a 
record of no or sporadic dividends may be 
regarded as nonproductive. Such stock may 
thereby fail to qualify for deduction if left 
in trust subject to the spouse’s power of 
appointment and if the spouse cannot com- 
pel its conversion. If such property is placed 
in a trust with the remainder to the spouse’s 
estate, the question of productivity should 
be eliminated. 

The decedent is able to give the same 
degree of protection to the surviving spouse 
and the trusteed property during the life- 
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time of the spouse in either type of trust. 
If the remainder is to the estate, costs and 
taxes may be greater upon the subsequent 
death of the surviving spouse than if the 
property had been subject to her power. 
In the latter instance state inheritance tax 
may be eliminated if the power is not exer- 
cised, while such tax would be payable on 
the property if it passed to the estate of the 
surviving spouse. Additional costs and ex- 
penses incident to probate may be incurred 
by the remainder-to-estate type of trust. 


Pitfalls 


While this type of trust seems to have 
advantage in some situations, certain pitfalls 
must not be overlooked. Extreme care 
should be exercised in the creation of such 
a trust. If the trust is to be construed by 
the law of Illinois, the draftsman should 
be aware of the case of Ryan v. Beshk, 339 
Ill. 45 (1930), which suggests that a re- 
mainder to the executor or administrator of 
an estate violates the rule against perpetui- 
ties as there is no certainty when the ex- 
ecutor or administrator will be appointed, 
if at all. 


If the enjoyment of the surviving spouse 
in the trusteed property is postponed for a 
period of time, will the allowable deduction 
be reduced to the present value of the 
property interest to the spouse as of the 
decedent’s death? The following provision 
of the Regulations suggestions this question: 


“The marital deduction may be taken 
only with respect to the net value of any 
‘deductible interest’ which passed from the 
decedent to his surviving spouse, the same 
principles being applicable as if the amount 


of a gift to such spouse were being de- 
termined.” 


To concede such a reduction would seem 
unwarranted, as the entire property interest 
rests in the surviving spouse at the time of 
the decedent’s death. Nevertheless, the 
question seems to exist, and appears to have 
more significance if the trust instrument 
should postpone the spouse’s possession of 
unproductive property for a term of years 
or for life. 

This brief discussion of some problems 
is only illustrative of some of the many 
serious issues pertaining to the marital de- 
duction which are yet to be resolved. 


[The End] 
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penn has been no recent legislation 
- affecting the federal income taxation of 
trusts and estates. Contrary to popular im- 
pression, the Revenue Act of 1948 intro- 
duced no change other than the increase 
from $500 to $600 in the amount of exemp- 
tion allowed to estates, and none of the 
1949 amendments to the Code relate to this 
field of taxation. Nor have there been any 
recent (to November, 1949) decisions or ad- 
ministrative rulings of outstanding signif- 
icance. Despite this absence of fundamental 
change, there have been developments of 
general interest which throw light on sev- 
eral problems which have not yet attained 
the quietus of definitive solution. 


Before the 1942 amendment to Code Sec- 
tion 162(b), which defined the phrase “in- 
come which is to be distributed currently” 
as including income which “becomes pay- 
able,” it was clear that income distributions 
from a discretionary trust which permitted 
the trustee either to accumulate or to pay 
income were deductible by the trust and tax- 
able to the beneficiary under Section 162(c). 
If income was properly paid or credited toa 
beneficiary under Section 162(c), the bene- 
ficiary reported the income in his taxable 
year within which the payment was received 
or the credit made. It was immaterial that 
the trust may have had a different taxable 
year. The provision in Section 164 that 
where a beneficiary’s taxable year differs 
from that of his trust, he shall include the 
income of the trust for its taxable year end- 
ing within the beneficiary’s taxable vear, ap- 
plies by its terms only to the amount which 
a beneficiary is required to include under 
Section 162(b). 





1 First National Bank of Boston, Administra- 
tor, CCH Dec. 7395, 25 BTA 252 (1932). 
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Thus, if a trust has a taxable year end- 
ing June 30, 1950, and the beneficiary is on 
the calendar year basis, a payment of cur- 
rently distributable income to the benefi- 
ciary in November, 1949, under Section 
162(b), will be taxable to the beneficiary in 
1950—not in 1949, when he receives the pay- 
ment. Had the November payment been 
discretionary, under pre-1942 law, the dis- 
tribution would clearly have been governed 
by Section 162(c), and the beneficiary would 
have been taxable in 1949 when he received 
the payment.’ Has this result been changed 
by the 1942 amendments? 


In the Regulations? it is stated that 
the term “income which becomes pay- 
able” means income to which the bene- 
ficiary has a present right, and that this 
right may be derived “from the exercise of the 


fiduciary’s discretion to distribute income”. It - 


is also stated that in any case, income becomes 
payable at a date not later than the date it is 
actually paid. Under the Commissioner’s 
interpretation, it would seem, so far as the 
beneficiary is concerned, all trust and estate 
distributions are governed by Section 162(b) 
and no scope whatever is left far Section 
162(c). The effect on the trust is the same 
whether the deduction is allowable under 
(b) or (c), but it can be vitally important 
to the beneficiary whenever his taxable year 
differs from that of the trust. 


Israel Case 


This point has not been discussed in any 
reported decision or ruling since the 1942 
act. The meaning of income which “becomes 
payable” as used in Section 162(d) (3) (A) 
was construed by the Tax Court in the re- 


2 Regulations 111, Section 29.162-2(b). 
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cent case of Babette B. Israel; but as the 
various subsections of Section 162(d) con- 
tain rules for the application of both Sec- 
tions 162(b) and 162(c), this decision does 
not answer the present question. 


In the Israel case the trust instrument pro- 
vided that the trustee pay all or a part of 
the income to the life beneficiary and ac- 
cumulate the balance. The trustee was re- 
quired to inform the beneficiary, between 
the second and fifth days of January of 
the following year, of his decision as to 
how much income to pay. On January 4, 
1943, the trustee advised the beneficiary that 
he had decided to pay her $11,000 of income 
and accumulate the balance, and that this 
amount would become payable and would 
be paid on March 15, 1943. It was held 
that the beneficiary had a present right to 
receive the income as soon as the trustee 
decided how much to pay, and that since 
this right arose within the first sixty-five 
days after the close of the trust’s 1942 year, 
it constituted a throw back under Section 
162(d)(3)(A) and was taxable to the bene- 
ficiary in 1942. The trustee’s decision to pay 
the income later than the first sixty-five days 
was not considered as postponing the bene- 
ficiary’s right to receive it. 


It seems clear from the Israel decision 
that the moment a beneficiary of a dis- 
cretionary trust has a present right to re- 
ceive income from the trust, the amount of 
this income is income which “becomes pay- 
able” so far as the application of the sixty- 
five-day rule is concerned. It is implicit in 
the Israel decision that a proper construc- 
tion of the trust instrument required pay- 
ment forthwith of the amount of income 


3CCH Dec. 16,734, 11 TC 1064 (1948)—one 
dissent, no appeal. 
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which the trustee decided should be paid, 
and that the trustee had no legal right to 
postpone payment of this amount to March 
15. The opinion, however, uses language 
indicating that the trustee’s obligation to pay 
became fixed when his decision was made, 
and hence that the income then became pay- 
able even though its due date was properly 
postponed. 


Under the rationale of this case, all in- 
come distributions from a discretionary trust 
constitute income which “becomes payable” 
at the time when the fiduciary exercises his 
discretion to pay rather than to accumulate. 
At that moment, then, the income of the 
trust becomes currently distributable and 
the amount is deductible by the trust and 
taxable to the beneficiary under Section 
162(b). As previously stated, this reasoning 
leaves no scope whatever for Section 162(c), 
and would in effect render it redundant. 


The fact that after seven years’ experience 
under the amended Section 162, it is still 
impossible to reach a definite conclusion on 
a problem such as this, in the absence of 
a decision squarely on the point, is another 
indication that the entire Section 162 needs 
a thorough and radical overhauling. 


Capital Gains 


A distinction between income payable to 
the beneficiary of an estate or trust and the 
amount of net income of the estate or trust 
for tax purposes has existed almost from 
the beginning of the income tax law.t A 
beneficiary’s share of income is the amount 
which he is entitled to receive as income un- 
der the terms of the will or trust instrument 
as construed by state law, whereas net income 
is the amount determined under the fed- 
eral taxing statute, which may or may not 
coincide with the amount which a beneficiary 
may receive as income. This distinction was 
adopted by Congress in the 1942 amend- 
ments in Section 162(d)(1), which defines 
“distributable income” as the greater of in- 
come or net income. The Regulations specif- 
ically define income, as distinguished from 
net income, as “the amount which under the 
applicable law of estates and trusts is con- 
sidered income available for distribution to 
the life tenant, legatee or beneficiary, as the 
case may be.’” 


Under the law of most, if not all, states, a 
capital gain realized by an estate or trust 
is treated as an accretion of principal and 
not as income. It is so well settled that this 

4Cf. Baltzell v. Mitchell, 1 ustc — 110, 3 F. 


(2d) 428 (CCA-1, 1925). 
> Regulations 111, Section 29.162-2(a). 
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is the general law of trusts, that the use of 
such phrases as “income and profits” or “net 
income, proceeds and profits” in an instru- 
ment directing payment to the life bene- 
ficiary of a trust has been held to mean no 
more than the word “income” when used 
alone, which does not include a capital 
gain. Capital gains are distributable as in- 
come only when clear language to that 
effect is employed in the instrument. 


Carlisle Case 


Despite the fact that a capital gain is 
principal under state law and, in the ab- 
sence of a contrary direction in the instru- 
ment, is never distributable as income, it was 
held last year in Carlisle v. Commissioner‘ 
that a capital gain realized by an estate in 
the course of administration, and distributed 
later in the same year to the residuary legatee 
when administration was completed, was 
taxable to the legatee. The court treated the 
capital gain as income which became pay- 
able in that year under Section 162(b). It is 
evident from the opinion that the distinction 
between income under state law and tax- 
able income under federal tax law was not 
brought to the court’s attention. 


Under state law, income which accumu- 
lates during the course of the administration 
of a decedent’s estate is considered as an 
addition to the residue, so that the residuary 
legatee receives this as part of his legacy. 
Before the 1942 amendment, accumulated 
income, including the income accumulated 
during the estate’s final year, was consid- 
ered as a tax-exempt legacy under Section 
22(b)(3).2 As this accumulated income does 
become payable to the residuary legatee 
when the estate terminates, it is now taxable 
under Section 162(b) to the legatee to the 
extent that the estate has income for its 
taxable year in which the residue becomes 
payable. The same is true with respect to 
accumulated income during the final year 
of an accumulative trust, although prior to 
the 1942 change in Section 162(b) this in- 
come was taxable to the trust because it 
was neither currently distributable nor pay- 
able in the trustee’s discretion.® 


In either case this accumulated income is 
recognized as income by state law; all that 
the 1942 identification of income which be- 
comes payable with currently distributable 
income has accomplished is to abrogate the 


6 William R. Todd, CCH Dec. 11,861, 44 BTA 
776 (1941); Mary Hadley Case, CCH Dec. 15,609, 
8 TC 343 (1947). 

748-1 ustc 99171, 165 F. (2d) 645 (CCA-6); 
aff’'g CCH Dec. 15,675, 8 TC 563. 


rule of state law which identifies accumu- 
lated income with corpus in the case of a 
residuary legatee—it does not purport to 
change the state law meaning of the word 
“income” itself.” But if a capital gain is 
treated as income which becomes payable, 
as the court has treated it in the Carlisle 
case, then income under tax law becomes 
confused with income under state law. 


If we assume for the moment that the 
Carlisle case correctly states the law, and 
that an estate may deduct a capital gain in 
its final year because the gain is income 
which becomes payable in that year, what is 
the situation where the capital gain is dis- 
tributed during the course of administration 
in a year prior to the year of termination? 
If the will contained a provision specifically 
permitting the executor to distribute capital 
gains as income, their distribution would 
clearly give rise to a deduction to the estate 
and a tax on the beneficiary, as under such 
a will the distribution, under state as well 
as federal law, would constitute income 
which was properly paid or credited. But 
in the normal case where the will is silent as 
to capital gain distributions, the result is 
less certain. 


Simon Case 


This question was recently presented un- 
der pre-1942 law before a District Court in 
Simon et al. v. Hoey," where a New York 
estate distributed a large net capital gain to 
the residuary legatee during the course of 
administration. The opinion, which contains 
an extensive review of the authorities, con- 
cludes that state law controls, and that un- 
der New York law a capital gain is principal 
and hence could not be properly paid or 
credited as income, though it could and was 
properly paid as principal. Consequently, a 
deduction to the estate for this distribution 
was denied. Again the question must be 
asked: Has this result been changed by 
the 1942 amendments? 


If the Carlisle decision is correct, it would 
seem that this result has been changed, and 
that a proper distribution of a capital gain,. 
even though distributed as principal under 
state law, will be treated as income which 
becomes payable so as to be deductible by 
the estate and taxable to the legatee under 
Section 162(b). To arrive at this conclusion, 
it is necessary to ignore the nature of the 


8See S. F. Durkheimer, CCH Dec. 11,034, 
41 BTA 585 (1940). 

® Commissioner v. Clark, 43-1 ustc { 9251, 134 
F. (2d) 159 (CCA-2, 1943). 

10 Cf. G. C. M. 24702, 1945 CB 241. 

11 49-1 ustc J 9283 (DC N. Y., 1949). 
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distribution under state law and label it a 
distribution of income because federal tax 
law treats a capital gain as income. But that 
is precisely what was done in the Carlisle case, 

This problem is not limited to decedents’ 
estates. If income of a trust is currently 
payable to A with a discretionary power in 
the trustee to invade principal for the benefit 
of A or for the benefit of B, is taxability of 
a payment of principal to A or B affected 
by the fact that the trust may have realized 
a net capital gain during that year? In 
the normal case a net capital gain would be 
credited to principal by the trustee and a 
later distribution of principal would not be 
identified with the capital gain. Unless the 
source of the principal distribution could 
be traced to the capital gain, it would ap- 
pear that the trust should remain taxable 
on the gain. Even if traceable to the gain, 
the distribution would still remain a pay- 
ment of principal under state law; and it is 
only by substituting the federal tax concept 
of income for its meaning under trust law, 
as was done in the Carlisle case, that the 
payment can be treated as deductible by the 
trust and taxable to the beneficiary. 

As a matter of actual practice, corporate 
fiduciaries in Chicago have adopted conflict- 
ing positions, some treating capital gains in 
this situation as taxable to the trust and 
some treating them as taxable to the bene- 
ficiary; and neither position has as yet been 
challenged upon audit of the returns. This 
again illustrates the necessity of a thorough- 
going revision of Section 162. 


Hopkinson Case 


It is not even certain that a capital gain, 
when properly deductible as an income dis- 
tribution by an estate or a trust, retains its 
identity as such in the hands of the bene- 
ficiary, so that he may commingle it with his 
individual capital transactions in arriving 
at a net capital gain or loss. Prior to the 
1934 Revenue Act, the income of a trust 
was divided into (1) ordinary net income, 
(2) capital net gain and (3) capital net 
loss, and the beneficiary was taxed on his 
share of each of these three classes. The 
law at that time gave taxpayers an election 
to pay a 12% per cent tax on long-term net 
capital gains in lieu of normal and surtax 
rates. In 1934, when the law was changed 
to the present system of reporting a per- 


2 Arthur Letts, Jr.. CCH Dec. 8576, 30 BTA 
800 (1934), aff'd 36-2 ustc 9430, 84 F. (2d) 
760 (CCA-9, 1936); McNaghten v. U. 8., 37-1 
ustc J 9047, 17 F. Supp. 509 (Ct. Cls., 1937). 

1342-1 ustc {§ 9330, 126 F. (2d) 406 (CCA-2, 
1942); aff’'g CCH Dec. 11,286, 42 BTA 580 
(1940); non-acq. 1941-1 CB 16. 
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centage of the gain or loss recognized and 
then taxing this percentage at regular rates, 
the provision dividing trust income into 
three classes was eliminated. Under pre- 
1934 law, it had been held that capital 
gains did retain their identity when distri- 
buted by a trust to a beneficiary.” The only 
decision on this point which is governed by 
post-1934 law is Commissioner v. Hopkinson,® 
which refers to the pre-1934 cases as valid 
precedents, but fails to distinguish the fact 
that the 1934 act eliminated the division of 
trust income into ordinary net income and 
capital gains and losses. 


, It has generally been assumed that a 
capital gain does retain its identity in the 
beneficiary’s hands when distributed to him. 
The Hopkinson case is assumed to be sound 
law in the recent Tax Court opinion in 
Merton E. Farr,* but the decision denied 
capital gain treatment to a payment made 
to the taxpayer by a liquidating trust, on 
the ground that he was not a beneficiary of 
the trust. The decision is thus not squarely 
in point, and its reaffirmance of the Hop- 
kinson doctrine is merely dictum. 


Inasmuch as the Commissioner expressed 
nonacquiescence in the Hopkinson case, and 
as the Fiduciary Form 1041 contains no 
schedule for segregation and is so designed 
that the identity of a net capital gain be- 
comes lost in the total income reported, the 
question of the retention of identity of a 
distributed capital gain cannot be consid- 
ered free of doubt. To judge solely from the 
lack of litigation on this point, however, it 
appears that in practice the Commissioner 
has recognized the right of the beneficiary 
to make the identification in the cases in 
which he has claimed it. 


A final question relating to capital gains 
is the amount deductible by the estate or 
trust when the principal is permanently set 
aside for charitable purposes. In 1947, the 
Second Circuit, in Commissioner v. Central 
Hanover Bank & Trust Company,” held that 
a trust could not deduct one hundred per cent 
of a long-term capital gain which was 
permanently set aside for charitable pur- 
poses. Because only fifty per cent of the 
gain was includible in the taxable gross in- 
come of the trust, the court held that the 
deduction was likewise limited to the tax- 
able poftion of the gross income. The Court 
of Claims this year, in Benedict et al. v. U. S.," 


14 CCH Dec. 16,621, 11 TC 552 (1948). 

18 47-2 ustc {| 9333, 163 F. (2d) 208; rev’g CCH 
Dec. 15,332, 7 TC 573 (1946). 

16 49-1 ustc { 9123, 81 F. Supp. 717. 
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reached the opposite result and permitted 
the entire gain to be deducted under Section 
162(a). Which decision is correct will soon 
be settled by the Supreme Court, as cer- 


tiorari in the latter case was granted on May 
2, 1949, 


Tax-Exempt Income 


In the absence of a specific direction in 
the instrument or actual physical segregation 
by the trustee, it has been uniformly held 
that where a trust has both taxable income 
and tax-exempt income, the latter should 
be allocated among the beneficiaries, or 
among the beneficiaries and the trust, on a 
ratable basis.” Even where one of the bene- 
ficiaries is a nontaxable charitable institu- 
tion, it has been held that the tax-exempt 
income cannot all be treated as if paid to 
the taxable beneficiary; a proportionate part 
must be allocated to the charity, to whom 
the credit would be useless.* 


In the recent case of Estate of W. R. Burt, 
Trusts No. 27 and 27A,” it is stated that this 
rule of allocation is a judicial construction 
of Section 162 (b) which has not been af- 
fected by the definition of distributable in- 
come contained in Section 162 (d). In the 
Burt case a trust which was required to dis- 
tribute part of its income and accumulate the 
balance had both taxable and tax-exempt 
income in excess of the amount distributed. 
The trustee deducted the entire amount dis- 
tributed, but it was held that since eighty- 
three percent of its income was tax exempt, 
it could deduct only seventeen per cent of 
the amount paid. 


In none of the decided cases requiring a 
ratable allocation of tax-exempt income did 
the trust instrument contain a specific pro- 
vision as to how tax-exempt incomes should 
be allocated; nor, in any of these cases, had 
the trustee made an actual physical segre- 
gation of the two types of income, If the 
trust instrument does contain a provision 
directing the handling of tax-exempt income, 
there appears to be no reason why this should 
not override the judicial rule of proportion- 
ate allecation. Ifa trust will have both char- 
itable and taxable beneficiaries, a specific 
direction should be inserted in the instru- 
ment requiring the trustee first to utilize tax- 
exempt income in making distributions to 
the taxable beneficiaries. Similarly, if the 
trust will be partly accumulative, a direction 





1% The leading case is J. Cornelius Rathborne, 
CCH Dec. 9991, 37 BTA 607 (1938); aff’d 39-1 
ustc 7 9479, 103 F. (2d) 301 (CCA-5, 1939). 

18 Charles F, Grey, CCH Dec. 10,985, 41 BTA 
234 (1940); aff'd 41-1 ustc § 9274, 118 F. (2d) 
153 (CCA-7, 1941). 
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in the instrument that tax-exempt income 
be either accumulated or distributed should con- 
trol the amount of the distribution which will 
be taxable to the trust and to the beneficiary. 


Muir Case 


To judge from the Tax Court’s decision 
last year in William Edward Muir.” any at- 
tempt by the trustee to remedy a lack of an 
express provision in the instrument as to the 
distribution of tax-exempt income by mak- 
ing an actual segregation will not be suc- 
cessful. In the Muir case an English trust 
had income from sources both within and 
without the United States. It had two bene- 
ficiaries. One, who was to receive $8,000 
per year, resided in the United States. The 
other, the taxpayer, was a nonresident alien 
living in England. At the direction of the 
trustees, to avoid the inconvenience of send- 
ing the American income to England and 
then back to the resident beneficiary, $8,000 
of dividend income each year was paid to 
the resident beneficiary directly by an Amer- 
ican corporation whose stock was owned by 
the trust. The balance of the div dend in- 
come was sent to England. 


As a nonresident alien is taxable only upon 
income received from sources within the 
United States,” it was the taxpayer’s con- 
tention that no part of the $8,000 paid to the 
resident beneficiary was taxable to him. The 
Commissioner contended that a rule of allo- 
cation applied; that the resident beneficiary 
must be treated as receiving from American 
sources only a ratable proportion of the total 
trust income, which included an unknown 


amount of income from foreign sources; and - 


that since the taxpayer failed to show what 
this total income was, he was taxable on the 
entire $8,000, which had actually been dis- 
tributed and was taxable to the resident 
beneficiary. The Tax Court (with three dis- 
sents) upheld the Commissioner, although it 
allowed an arbitrary $100 as the amount of 
domestic income properly allocable to the 
resident beneficiary in the absence of proof. 
The court relied upon the allocation rule 


established in the tax-exempt income cases, ° 


and stated that the mechanics which the 
trustees had chosen for their own conven- 
ience, and which were not directed by any 
provision of the trust, could not determine 
tax liabilities. 


19 CCH Dec. 16,933, 12 TC 675 (1949). 
20 CCH Dec. 16,254, 10 TC 307—no appeal. 
21 Code Section 211. 
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Since actual segregation of domestic and 
foreign income was held not to control in 
the Muir case, it is apparent that actual seg- 
regation of tax-exempt income by the trus- 
tee will likewise not control, at least so far 
as the Commissioner and a majority of the 
Tax Court are concerned. 


Lease of Trust Property by Grantor 


Another recent development of general 
interest concerns the right of the grantor of 
a trust who rents property from the trust to 
secure a deduction for the rental payments 
made. This question is now in the conflict 
stage, the Seventh Circuit and the Tax Court 
having reached opposing conclusions on sub- 
stantially similar facts. 


The conflict originated with the case of 
A, A. Skemp,” wherein the taxpayer created 
a trust for his wife and children by convey- 
ing to a bank, as trustee, an office building, 
in part of which he operated a medical clinic. 
On the same day, the trustee leased the 
property to the taxpayer for a term of ten 
years, at a monthly rental of $500 for the 
first two years and thereafter at a rental to 
be set by a disinterested arbitrator, The tax- 


payer’s deduction of the rental payments as: 


a business expense was disallowed by the 
Tax Court, largely on the ground that not 
the entire interest in the building, but merely 
the building after the reservation of the 
leasehold, was transferred to the trustee. In 
other words, the res of the trust was not the 
unencumbered fee in the building, but merely 
the remainder interest after expiration of the 
term of the lease. On this reasoning, the 
trustee was considered as not having full 
ownership and control of the building so as 
to lease it to the taxpayer, and his payments 
of rent were treated as nondeductible gifts. 


On appeal, this decision was reversed by 
the Seventh Circuit.” The court held that a 
valid irrevocable trust wholly divesting the 
taxpayer of any interest in the building had 
been created, and permitted a deduction for 
the rent paid even though the taxpayer had 
voluntarily created the situation which ne- 
cessitated the payment of rent. The rent was 
reasonable, the lease was valid, and the 
transaction was not a sham. 


Following this reversal, a similar situa- 
tion was presented to the Tax Court in the 
case of Helen C. Brown™ which is now on 
appeal to the third Circuit. In the Brown 
case, a husband-and-wife partnership engaged 








22CCH Dec. 15,629, 8 TC 415 (1947) rev'd. 
23 48-1 ustc 9300, 168 F. (2d) 598 (1948). 
24CCH Dec. 17,051, 12 TC —, No. 46 (1949). 
See also Catherine G. Armston, CCH Dec. 16,899, 
12 TC 539 (1949). 
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in a coal mining and contracting business 
made a gift in trust for their children of a 
tract of coal land and of a railroad siding. 
The trustee then entered into an agreement 
with the partnership, giving it the right to 
mine coal upon payment of a royalty and to 
lease the railroad siding. The payments called 
for in the agreement with the trustee were 
fair, and the trust was not a sham. A ma- 
jority of the Tax Court, however, treated the 
gift ‘and the lease as a single interdependent 
transaction, which still left the grantors in 
control, and which amounted to no more 
than an assignment of partnership income. 
A deduction for the rents and royalties paid 
to the trustee was disallowed, the court 
(with five dissents) expressly refusing to 
follow the Seventh Circuit’s decision in the 
Skemp case. 


An analogous problem exists in cases 
where the grantor, rather than leasing prop- 
erty from the trust, borrows money from 
it. In Preston v. Commissioner,* a case de- 
cided by the Second Circuit in 1942, a grantor 
set up a trust for his sister-in-law and named 
a corporate fiduciary as trustee. He bor- 
rowed $125,000 from a bank, which amount 
he delivered to the trustee as the corpus of 
the trust. On the following day he borrowed 
this sum from the trustee on his unsecured 
note, under seal, due in twenty years and 
calling for interest at four per cent, and re- 
paid the loan to the bank. Thereafter, he 
paid $5,000-a-year interest on his note to the 
trustee. The court held that he was entitled 
to deduct the annual $5,000 payments as 
interest. 


Clifford Regulations 


Under the administrative control section 
of the Clifford Regulations, the Commiss‘oner 
could attack the grantor on the theory that 
the income of the trust should be taxable to 
him, and thus obtain the same result as a 
disallowance of the interest deduction. The 
Clifford Regulations™ provide that regard- 
less of the duration of a trus‘, if adminis- 
trative control is exercised primarily for the 
grantor’s benefit, the income of the trust is 
taxable to him, and that such administrative 
control is exercised primarily for the grantor’s 
benefit if he has directly or indirectly bor- 
rowed from the trust and has not completely 
repaid the loan before the beginning of the 
taxable year. Although there have been no 
decisions on the validity of this portion of 





25 43-1 ustc {| 9215, 132 F. (2d) 763, rev’g CCH 
Dec. 11,886, 44 BTA 973 (1941). 
2 Regulations 111, Section 29.22(a)-21(e). 
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* the Clifford Regulations since they were is- 
_sued in 1947, previous decisions do not sup- 
port taxation to the grantor simply because 
he has borrowed money from the trust and 
the loan is outstanding at the beginning of 
the taxable year.” 


It is difficult to see any basic distinction 
between the lease of trust property by the 
grantor and the borrowing of money from 
the trust by the grantor. In the Skemp and 
Brown cases the Commissioner did not at- 
tempt to tax the income of the trusts to the 
respective grantors under the Clifford doc- 
trine. If the Third Circuit should follow the 
Seventh Circuit and reverse the Brown case, 
it is likely that the Commissioner in the fu- 
ture will invoke the Clifford doctrine in this 
type of case. The reasoning of the Tax 
Court in both the Skemp and Brown cases 
bears heavily on the fact that the gift in 
trust and its lease-back by the grantor were 
practically simultaneous. If the lease-back 
had occurred later in point of time, or if it 
should be possible to establish a lack of cor- 
relation between the creation of the trust 
and the lease-back of its property, the Com- 
missioner’s only method of disallowing a 
reasonable rental payment as a deduction to 
the grantor would be by way of the Clifford 
doctrine. 


Although the Commissioner has expressly 
covered loans to the grantor in the Clifford 
Regulations, he has not specifically covered 
a rentai of the trust property by the grantor. 
How the Clifford doctrine may develop in 
this respect is for the future to determine, 
though it would seem that if the terms of 
the lease were the same as would be arrived 
at in an arm’s-length dealing, the substan- 
tial-ownership theory should be inapplicable. 


Bar Association Recommendations 


At its September meeting in St, Louis, 
the American Bar Association recommended 
legislation to amend the Code provisions 
dealing with the taxation of ordinary trusts 
and estates.. It was recommended that Sec- 
tions 162 (b), 162 (c) and 162 (d) be changed 


to accomplish four main objectives: 


(1) To eliminate the sixty-five-day and 
twelve-month rules now contained in Sec- 
tion 162 (d), without leaving any serious 
loopholes for tax reduction or tax avoidance. 


(2) To limit the amounts includible in the 
income of the beneficiaries to the net income 
of the estate or trust. 


21See Commissioner v. Greenspun, 46-2 ustc 
f 9329, 156 F. (2d) 917 (CCA-5, 1946), aff’g CCH 
Dec. 13,876(M), 3 TCM 341; Jones v. Norris, 
41-2 ustc { 9636, 122 F. (2d) 6 (CCA-10, 1941), 





(3) To provide that income shall retain 
its character and identity in the hands of 
the beneficiary, and thus make it clear that 
the estate or trust is a conduit of property 
passing through it to a beneficiary. 


(4) To clarify the law relating to the ulti- 
mate tax on capital gains by providing that 
the net income of the estate or trust, for the 
purpose of limiting the amount taxable to 
the beneficiary, shall not include any item 
of gross income which, as between an in- 
come beneficiary and a remainderman, is not 
distributable as income under state law, un- 
less the instrument makes specific provision for 
the distribution of such item or for distribu- 
tions which must necessarily include such item. 


Except for the field of Clifford trusts, 
which was not dealt with, the proposed leg- 
islation would give answers to most of the 
problems which have been discussed, and would 
completely eliminate the needless complexities 
of Section 162 (d), with its elusive definition 
of distributable income and its unworkable 
sixty-five-day and twelve-month rules. 


Since the Senate Finance Committee, as 
long ago as its report on the 1943 Revenue 
Act, expressed dissatisfaction with Section 
162 (d), and since the Treasury, as well as 
taxpayers, has encountered considerable dif- 
ficulty in its administration, it is probable 
that Section 162 will be completely revised 
when Congress gets down to its long-awaited 
tax revision bill, probably at the next ses- 
sion, But it is very unlikely that any changes 
will be retroactive. 


The tax legislative division of the Treas- 
ury is content with the amendments of Sec~ 
tion 162 proposed in H. R. 6712, which passed 
the House last year but was not acted upon 
by the Senate. In H. R: 6712, the Sixty-five- 
day rule is eliminated and the beneficiary is 
not taxed upon amounts which were not gross 
income to the estate or trust, but the amount 
taxable to the beneficiary as income is not 
restricted to the statutory net income of the 
trust. It is on this latter point that the rec- 
ommendations of the American Bar Asso- 
ciation differ most markedly from the Treasury 
position. Representatives of the Treasury 
have expressed the belief that a beneficiary 
should be taxable on the amount distributed 
to him as income under the instrument or 
state law even though this amount exceeds 
the net income of the trust. The resolution 
of this basic conflict in tax philosophy will 
be up to Congress. 


aff’g 40-1 ustc 9244, 31 F. Supp. 463 (DC 
Okla., 1940). Cf. Litta Matthaei, CCH Dec. 
14,491, 4 TC 1132 (1945). The Clifford doctrine 
was not raised in the Preston case. 
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Income in Respect of Decedents 


Until the 1946 decision by the Fifth Cir- 
cuit in Henderson Estate v. Commissioner, 
which reversed the Tax Court, it had uni- 
formly been held that a partner’s death dis- 
solved the partnership as to him regardless 
of a provision in the partnership agreement 
that the partnership should not terminate 
but should continue for some period after 
death.” Consequently, a deceased partner’s 
share of income of the partnership computed 
up to the date of his death was included in 
his final income tax return. The adoption of 
Section 126, relating to income in respect of 
a decedent, did not purport to change this 
rule; the section provides merely that the 
decedent’s share of partnership income at 
the date of his death shall not be increased 
by accruals which would not accrue under 
the normal method of accounting employed 
by the partnership.” 


In the Henderson case a partnership agree- 
ment under Louisiana law carried a provi- 
sion that the partnership should continue for 
one year after the death of any partner, and 
a Louisiana statute provided that every 
partnership ended at death of a partner un- 
less an agreement had been made to the 
contrary. Under this statute, the court held 
that since an agreement had been made to 
the contrary, the tax year of the partnership 
did not end with the deceased partner’s death, 
and nothing was includible in his final return 
for the partnership period immediately pre- 
ceding death. If it was a legal fiction to 
treat the same firm as continuing with a 
dead man as a partner, the court stated, such 
legal fictions were not new in the history of 
our jurisprudence. 


Mnookin Case 


The question arose again before the Tax 
Court in May, 1949; and this time the Tax 
Court, in a reviewed decision, chose to fol- 
low the reasoning employed by the Fifth 
Circuit in the Henderson case. In Estate of 
Samuel Mnookin™ a Missouri partnership 
agreement provided that upon the death of 





a partner, neither the partnership nor the 
interest of the deceased partner therein 
should terminate, but should continue under 
certain prescribed terms. The partnership 
reported on a fiscal year ending May 31, and 
the deceased partner reported on the calen- 
dar year basis. A partner died on December 
1, 1943, and the Commissioner included in 
his final return his share of partnership in- 
come for the period June 1, 1943, to his death 
on December 1. The Tax Court held this to 
be in error, and indicated that the decedent’s 
share of partnership income for the entire 
fiscal year of the partnership ending May 
31, 1944, would be taxable to his estate. Al- 
though Missouri had no statute similar to 
Louisiana’s, the court noted that in Missouri 
and elsewhere under decisional law a pro- 
vision in a partnership agreement that the 
partnership continue after the death of a 
partner would be given effect. 


As the Tax Court had previously held that 
the taxable year of a continuing partnership, 
as far as the surviving partners are con- 
cerned, is not affected by the death of a 
partner,” consistency would seem to require 
also, the opinion in the Mnookin case states, 
that the taxable year should not end for a de- 
ceased partner where the partnership agree- 
ment provides for the continuation of the 
firm itself and the interests of the deceased 
partner after his death. 


Whenever a partner and his partnership 
are reporting on different fiscal years, more 
than one year’s income will be included in a 
deceased partner’s return if the partnership 
year must automatically end with the death 
of a partner. Thus, in the Mnookin case, 
eighteen months of partnership income would 
have been taxable in the decedent’s final 
year if the Tax Court had not held that the 
partnership continued for tax purposes after 
his death. The whole tenor of this opinion 
indicates that a properly drawn partnership 
agreement in any state will avoid this pyra- 
miding of income when a partner is report- 
ing on a different year from that of his firm. 
So far, however, the Commissioner has not 
expressed either acquiescence or nonacqui- 
escence in the Mnookin decision.* 





% 46-1 ustc 7 9258, 155 F. (2d) 310, rev’g CCH 
Dec. 14,453, 4 TC 1001 (1945). 

*® Clarence B. Davison, CCH Dec. 6324, 20 
BTA 856 (1930), aff'd 54 F. (2d) 1077 (CCA-2, 
1931); People’s-Pittsburgh Trust Company v. 
U. 8., 35-1 ustc J 9197, 10 F. Supp. 139 (Ct. Cls., 
1935); Darcy v. Commissioner, 3 ustc { 1152, 66 
F. (2d) 581 (CCA-2, 1933), cert. den. 290 U. S. 
705 (1934). 

* Cf, Regulations 111, Sections 29.42-1(b) and 
29.126-1. The deceased partner is taxable under 
Section 188 for his share of partnership income, 
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whether distributed to him or not. As death 
ends the partnership year as to him, this in- 
come is includible in his final return. 

31 CCH Dec. 16,958, 12 TC —, No. 99 (1949). 
aan D. Walsh, CCH Dec. 15,237, 7 TC 205 

33 See Estate of Aaron Lowenstein, CCH Dec. 
16,946, 12 TC 694 (1949), where the reporting 
by a deceased partner’s estate of his share of 
partnership income for the period immediately 
prior to death was not questioned by the 
Commissioner. 
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O'Daniel Case 


Another interesting decision this year is 
the Second Circuit’s affirmance of the Tax 
Court decision in Estate of Edgar V. O’Daniel.™ 
The American Cyanamid Company had a 
bonus plan in which the decedent, as an em- 
ployee and officer, had participated for sev- 
eral years. No employee had any enforceable 
right under the plan until his share had been 
designated by the proper officer. The dece- 
dent died in November, 1943; in March, 1944, 
a share in the bonus for 1943 was awarded 
to him and was paid to his estate. It was 
held that this bonus was properly taxable 
to his estate under Section 126 as income in 
respect of a decedent. Because this payment 
would have been taxable to the decedent in 
1944 as income from services if he had lived 








to receive it, the fact that he had no legal 
right to receive it at the time of his death 
was considered immaterial. The court said 
the right to receive income in respect of a 
decedent referred to in Section 126 is not 
necessarily a legally enforceable right, but 
merely any right derived through his services, 


There has been a ruling outstanding since 
1939 to the effect that the continuation of an 
employee’s salary to his widow for a limited 
period after his death is deductible by the 
employer as an ordinary expense but is not 
taxable to the widow.” Since the O’Daniel 
case makes it clear that a payment may be 
income in respect of a decedent although the 
decedent had no legal right to enforce the 
payment, the status of payments to a de- 
ceased employee’s widow under this ruling 
may now be subject to revision. [The End] 





% CCH Dec. 16,343, 10 TC 631 (1948); aff’d 
49-1 ustc { 9235, 173 'F. (2d) 966. 

% 1. T. 3329, 1939-2 CB 153. In Regulations 
111, Section 29.22(a)(2), defining compensation, 








By WINFIELD T. DURBIN 


PRESENT STATUS OF THE 
SPIEGEL AND CHURCH PROBLEMS 


it is stated: ‘‘However, so-called pensions 
awarded by one to whom no services have been 


rendered are mere gifts or gratuities and are 
not taxable.’’ 












THE AUTHOR-LECTURER IS WITH THE CHICAGO FIRM 





HE PROBLEMS involved in the 
& Church* and Spiegel? cases and in the 
estate taxation of transfers containing no 
reservation of power to alter the beneficial 
interests have been drastically affected by 
Sections 7 and 8 of H. R. 5268, the so-called 
Technical Changes Bill of 1949.° : 


The new bill, signed by the President on 
October 25, 1949, rewrites Code Section 
811 (c). The operation of this section is 
the subject of the present discussion. ‘The 
significance of subsection (c) is that it is 
presumably the catchall covering transfers 
which do not come under the other subsec- 
tions of 811. In the case of transfers in 
trust where no power is reserved to the 








1 Commissioner v. Estate of Francis L. Church, 
49-1 ustc { 10,702, 335 U. S. 632 (1949). 

2 Estate of Sidney M. Spiegel v. Commissioner, 
49-1 ustc § 10,703, 335 U. S. 701 (1949). 
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donor, the transfer is taxable, if at all, under 
this subsection. 


The amendments provide different treat- 
ment for past and future transfers, and these 
will be discussed separately. Full explana- 
tion will not be possible; but it must be 
understood that many of the conclusions 
expressed are personal opinions, and can be 
only tentative at this point. 


Relief for Past Transfers 


Transfers before October 8, 1949, are now 
taxable under Section 811 (c), aside from 
the contemplation-of-death clause, only 
where there is a reservation either of income 


3Introduced by Mr. Camp, 8lst Congress, 
1st Session. 
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or of a reversionary interest. This is sig- 
nificant because the taxation of past trans- 
fers as substitutes for testamentary disposition, 
which was made possible by the Church 
decision and was suggested in some of the 
nine questions asked by the Court in order- 
ing reargument of the Spiegel and Church 
cases, is definitely precluded. 


Where income is reserved, the treatment 
of past transfers made after the 1931 and 
1932 amendments * is the same as previously. 
The former provisions now appear as Sec- 
tion 811 (c) (1) (B) and apply to the same 
transfers, except that they now also apply 
to transfers before 1931 if the decedent 
dies after 1949, 


However, in the case of transfers made 
before those dates, relief is given from the 
effect of the Church decision, which over- 
ruled May v. Heiner® and made pre-1931 
trusts taxable. Where the grantor has al- 
ready died, or dies before 1950, the im- 
position of the tax is precluded. Where the 
grantor is still living, he can give up his 
income rights before the end of 1950 without 
either gift tax or estate tax imposed on a 
contemplation-of-death theory. The prac- 
tical deadline for such assignments is De- 


cember 31, 1949, because of the possibility © 


that the person will die before disposing of the 
interest. These provisions do not appear in 
the Code, but are contained in Sections 
7 (b) and 8 of the Technical Changes Bill. 


Where a reversionary interest is reserved, 
the tax will not be imposed in the case of 
past transfers unless the interest is both 
expressly provided for and exceeds in value 
five per cent of the value of the property. 
Reversions arising by operation of law are 
to be disregarded. This is to some extent 
an arbitrary distinction, but it is clearly made. 


Five Per Cent Rule 


In the bill as passed, the amount of tax 
does not vary with the value of the re- 
verter. There is either a tax or no tax, 
depending on whether the value exceeds five 
per cent and the reverter is expressed. The 
American Bar Association proposal and the 
provision which passed the House as part 
of the 1948 Revenue Revision Bill* would 
have in all cases taxed the value of the re- 
versionary interest immediately before death. 
The Senate provision in H. R. 5268 was of 





4 Joint Resolution of March 3, 1931, Chapter 
454, 46 Statutes 1516; Section 803, Revenue Act 
of 1932, Chapter 209, 47 Statutes 279. 

52 ustc J 519, 281 U. S. 238 (1930). 

6H. R. 6712, 80th Congress. 

™See Conference Committee report, infra. 

8 43-1 ustc { 10,014, Bobinette v. Helvering, 
318 U. S. 184. 
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this sort, but it was completely changed 
in conference. 


The valuation for purposes of the five per 
cent rule is apparently to be according to 
recognized valuation principles pursuant to 
the Regulations.’ It seems that the deced- 
ent’s health is to be disregarded. The in- 
terest is to be valued as it would be for gift 
tax purposes under the Robinette*® case, so 
that if the value cannot be ascertained, it 
will be considered as under five per cent. 
This may mean that there is no tax where 
there may be future beneficiaries not in being. 

It seems, however, that reversionary in- 
terests not extinguished by death are proba- 
bly still taxable under Section 811 (a), 
which taxes property belonging to the de- 
cedent and his estate. Here, of course, the 
tax will vary with the value. For this pur- 
pose the reversionary interest is presumably 
valued immediately after the settlor’s death, 
just as if it were a trust created by a third 
person. The tax would, of course, apply 
under Section 811 (a) even where the in- 
terest is implied or arises by operation of 
law. This may seem contrary to what Con- 
gress intended, but Congress only amended 
Section 811 (c). 


Section 7 (c) provides for refunds in cases 
closed by a court decision or the statute 
of limitations, except where income is re- 
served. This leaves out the taxpayer in the 
Field® and Stinson” cases as well as the 
Church case. Section 7 (b) provides that 
refunds shall be without interest. 


Past Transfers— 
Survivorship Requirement 


Even where the reversionary interest ex- 
ceeds the five per cent limit and is ex- 
pressed, the transfer is not taxable unless 
the survivorship requirement is met. This 
requirement, that possession or enjoyment 
can be obtained only by surviving the de- 
cedent, was contained in the Regulations” 
before the amendment, but had not been 
consistently recognized by the courts. The 
Conference Committee report explicitly 
adopts the requirement as part of the amend- 
ments, and this should be binding on the 
courts. It is quite unlikely now that the 
Commissioner would assert the tax contrary 
to the requirement. This may even result in 
refunds in closed cases. 





® Commissioner v. Estate of Field, 45-1 ustc 
7 10,169, 324 U. S. 113 (1945). 

10 Fidelity-Philadelphia Trust Company (Stin- 
son Estate) v. Rothensies, 45-1 ustc { 10,168, 
324 U. S. 108 (1945). 

1 The Regulations herein referred to are 
Regulations 105, Section 81.17 et seq., as 
amended by T. D. 5512, issued May 1, 1946. 
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The survivorship requirement is also con- 
tained in the rule for future transfers; this 
rule and the examples in the committee 
report as to future transfers should be con- 
sidered with reference to past transfers 
which may otherwise appear taxable be- 
cause the five per cent limit is exceeded. It 
may be that the rule for the past is intended 
to be the same as the rule for the future 
except for the additional requirement of 
economic benefit, although the committee 
report refers to the “existing rule.” There 
is in some instances a direct conflict between 
the Regulations and the rule for future trans- 
fers. For example, Congress has gone fur- 
ther than the Regulations in limiting the 
tax to the particular interest intended to take 
effect in possession and enjoyment at or 
after death; and the rule is the opposite 
where the trust terminates on the first to 
occur of death or another event. 


It may still be possible to argue that the 
survivorship requirement, even as stated in 
the Regulations, is too broad, and that the 
tax should be imposed only where the re- 
versionary interest is extinguished by death. 
This was the correct rule under the old 
provisions; and if the Court had uniformly 
adopted it, there would be no need for leg- 
islative relief. 


Expressed reversionary interests exceed- 
ing the five per cent limit may, of course, 
be released or assigned. The contemplation- 
of-death problem is probably intensified, 
and would be a serious obstacle except for 
Allen v. Trust Company of Georgia.” If the 
assignment were held in contemplation of 
death, presumably the entire trust, and not 
just the value of the reversionary interest, 
would be subject to estate tax. If this is 
correct, it does not make any difference, 
except for gift tax purposes, whether the 
assignment is to a charity. The proof of 
this seems to be the analogy of a reserved 
life estate where the tax would become less 
the older the person became. There is an 
indication the other way in the recent Sulli- 
van™ case, decided by the Ninth Circuit, 
which held that only one half of joint- 
tenancy property given away in contempla- 
tion of death was taxable; but other courts 
may not agree. 


Transfers After October 7, 1949 


In the case of future transfers, the 1931 
and 1932 amendments, now appearing as 


12 46-1 ustc { 10,254, 326 U. S. 630 (1946). 

13 Sullivan Estate v. Commissioner, 49-2 ustc 
§ 10,727, 175 F. (2d) 657. 

441 ustc { 347, 278 U. S. 339 (1929). 
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Section 811 (c) (1) (B), remain applicable 
to cases where income is reserved; but an 
entirely new rule is established for other 
cases by Section 811 (c) (3). This rule is 
based on a literal interpretation of the pos- 
session-or-enjoyment clause, in keeping, 
supposedly, with a. purpose to tax substi- 
tutes for testamentary disposition. This is a 
return to the Treasury’s original position, 
and was asserted in the reargument of the 
Spiegel case. The test is now the postpone- 
ment of possession or enjoyment beyond the 
decedent’s death. Only the survivorship re- 
quirement remains of the two requirements 
in the Regulations. Reinecke v. Northern 
Trust Company™ is no longer effective to 
require the retention of economic benefit. 
The case had been undermined by the Spiegel 
case, where the reverter was trivial. 


It is now immaterial, in future transfers, 
whether or not there is a reversionary in- 
terest. Of course, if there is a reversionary 
interest of the sort which is extinguished by 
death and properly taxable before, posses- 
sion or enjoyment is necessarily postponed. 
Thus, the transfers in the Klein™® and Hal- 
lock * cases are taxable because the disposi- 
tion of the remainder to the decedent, if 
living, made the gifts overconditioned on 
death. Any case which would have been 
taxable before because a reversionary in- 
terest was retained and the survivorship 
requirement was satisfied is now taxable 
because of the survivorship requirement alone. 


In the amendment Congress actually 
means “possession or enjoyment” and not 
‘nterest.” It does not matter that there 
is no survivorship requirement as to interest, 
as in a gift of a vested interest where en- 
joyment will be by the beneficiary’s heirs. 
if he dies. However, ownership or interest 
determines the amount of the tax because 
the tax is now fixed on the particular interest 
of the particular beneficiary whose enjoyment 
is postponed. This goes beyond the exclu- 
sion of merely an “outstanding” ‘life estate. 


The important question as to future trans- 
fers is what is meant by the word “can’” 
in the statement in Section 811 (c) (3) that 
possession or enjoyment can be obtained’ 
only by surviving the decedent. Suppose an: 
elderly man creates a trust for a term of 
years far beyond his life expectancy, or 
measures the trust by the lives of a large 
number of children and grandchildren. This 
same question existed under the survivor- 
ship requirement in the Regulations. The 

18 Klein v. U. 8., 2 ustc § 706, 283 U. S. 231 
(1931). 


16 Helvering v. Hallock, 40-1 ustc { 9208, 309: 
U. S. 106 (1940). 
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intention, it would seem, is probably that 
the tax should apply only where death is 
expressly made a condition precedent, or 
where there is a fixed period which the 
decedent could not possibly have survived.” 


Alternative Provision 


This is indicated by the alternative pro- 
vision in Section 811 (c) (3) covering the 
case where a trust is to terminate on the 
first to occur of the settlor’s death or some 
other event. Under the Regulations before 
the new bill, the tax was imposed only if the 
possibility that the other event would occur 
before death was “unreal.” Under the new 
rule the tax is imposed if death in fact 
happens first, regardless of the probabilities. 
Thus, the tax would be imposed if the trust 
was to last only until the beneficiary’s next 
birthday or the decedent’s prior death and 
the decedent was killed in an accident. If 
the taxpayer cannot argue the probability 
of the trust’s terminating during the de- 
cedent’s life where his death is mentioned, 
it may be that the government cannot argue 
the improbability of the trust’s terminating 
before death where death is not mentioned. 


Section 811 (c) (3) further provides that 
neither alternative provision will apply if a 
third person is given a taxable power of 
appointment operative during the decedent’s 
lifetime. This transaction is treated by this 
and the power-of-appointment provisions as 
though it were an outright gift with a revo- 
cable trust created by the donee of the power. 


The new provision for future transfers 
goes very far in imposing a tax—further 
than the state courts” have generally gone 
under the possession-or-enjoyment clause. 
It is not, of course, an accurate way of 
picking out testamentary substitutes, which 
is inherently a matter of giving cumulative 
effect to various elements. For example, a 
trust reserving income is a stronger case 
than one providing for accumulation; and 
this, in turn, is stronger than one providing 
for income distribution, A trust terminating 
at death is more testamentary than one 
terminating after death. A case where death 
fixes the interests is stronger than one where 
it does not fix them. The new rule takes no 
account of this except for possible variations 
in the size of the interest taxed. 


7 Shukert v. Allen, 1 ustc { 223, 273 U. S. 
545 (1927), involved an accumulation trust cre- 
ated by a man aged fifty-seven for a minimum 
period of twenty-one years with a probable 
duration of thirty years. The Commissioner’s 
brief in the Spiegel and Church cases disap- 
proved the case, but this position was not ad- 
hered to on oral argument. 
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Certainty of Rule 


Nevertheless, if an arbitrary line is drawn 
by the courts on the basis of whether death 
is referred to in the instrument, there is 
considerable justification for the new rule 
because of its certainty. There is only one 
criterion, and it is easily applied. It is true 
that the rule, then, is easily circumvented 
as to transfers taking effect after death. 
But the rule as applied to the Hallock case 
and trusts terminating at death could not 
be evaded. Also, transfers after death are 
at best questionable testamentary substi- 
tutes if, as it appears, postponement is the 
only criterion and retention or accumulation 
of income is disregarded. If transfers after 
death are taxed only to protect the taxing 
of transfers at death, it may not be essen- 
tial to prevent avoidance of the rule as ap- 
plied to transfers after death. 


If this arbitrary line is not drawn, the 
determination of whether possession or en- 
joyment can take effect before death is a 
question of degree. There is no certainty, 
and still the rule is not a real attempt to 
pick out testamentary substitutes because 
postponement or futurity is still the only 
criterion. The use of trusts in making gifts 
would be largely eliminated. This is a prob- 
lem for the Commissioner and the courts; 
and while it appears that the strict con- 
struction should be adopted, it is probably 
not safe to draw long-term trusts until the 
question is answered. 


It is difficult to believe that the Treasury 
and the courts will adhere to the one crit- 
erion of futurity, and will not tend to prog- 
ress further and tax future transfers as 
testamentary substitutes, perhaps on the 
Clifford™® theory, as suggested in the Su- 
preme Court’s nine questions in the Spiegel 
and Church cases. Possibly this could be 
done under the present statute by claiming 
that family use of income and control as 
trustee amount to a postponement of en- 
joyment until after the settlor’s death. That 
would, of course, be the result if income 
was used to discharge the decedent’s legal 
obligation to support the beneficiaries. Pos- 
sibly the statute will be amended to tax at 
least those transfers where income is ac- 
cumulated for a period not in fact ending 
before death. [The End] 


1% The ‘‘possession or enjoyment’’ clause was 
contained in the state inheritance tax laws 
even before the 1916 estate tax statute. For 
recent state experience with the problems, see 
Chase v. Commissioner, 33 N. W. (2d) 706 
(Minn., 1948). 

19 Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331 (1940). 
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THE GIFT TAX 
in Relation to Marital Settlements 
Incident to Divorce 


By FREDERICK O. DICUS — Attorney, Chapman and Cutler, Chicago 


\ 7 HEN the Supreme Court of the United 

States, in 1945, handed down its deci- 
sions in Commissioner v. Wemyss, 45-1 ustc 
4 10,179, 324 U. S. 303, and Merrill v. Fahs, 
45-1 ustc J 10,180, 324 U. S. 308, the Com- 
missioner probably believed that the basic 
gift tax questions involved in settlements 
of marital property rights incident to divorce 
had been disposed of. Notwithstanding those 
decisions and E. T. 19, 1946-2 CB 166, issued 
by the Commissioner in reliance thereon in 
1946, the Tax Court in a number of instances 
has disagreed with the Commissioner and 
has exempted from tax postnuptial settle- 
ments incident to divorce without distinction 
between support rights and other marital 
rights. The Second Circuit has also dis- 
agreed with the Commissioner to the extent 
that transfers are made in satisfaction of 
judgment debts imposed by divorce decrees. 


Unfortunately, we cannot adequately con- 
sider this technical conflict in detail. At 
most, we can suggest the problem involved 
and indicate the need for caution in property 
settlements incident to divorce. 

To understand the problem, we must first 
look at Section 1002 of the Code and the 
Supreme Court’s decisions in the Wemyss 
and Merrill cases, which in effect affirmed 
the First Circuit in Commissioner v. Bristol, 
41-2 ustc 7 10,070, 121 F. (2d) 129 (1941). 
Section 1000 (a) of the Code imposes a gift 
tax on transfers of “property by gift.” Sec- 
tion 1002 provides that where property is 
transferred for less than “an adequate and 
full consideration in money or money’s worth,” 
the value in excess of the consideration shall 
be deemed a gift. Section 86.8 of Regula- 
tions 108 expressly negatives the sufficiency 


of common-law concepts of consideration for 
gifts and includes as taxable all dispositions 
to the extent that the value of the property 
transferred exceeds the consideration. The 
Regulations do exempt, however, transfers 
made in the ordinary course of business 
which are “bona fide, at arm’s length, and 
free from any donative intent,” but expressly 
provide that “a consideration not reducible 
to a money value, as love and affection, 
promise of marriage, etc., is to be wholly 
disregarded.” 


The estate tax also reaches transfers made 
without “adequate and full consideration in 
money or money’s worth”; but in addition 
the last sentence of Section 812 (b) ex- 
pressly provides that a relinquishment or 
promised relinquishment of “dower, curtesy, 
or of a statutory estate created in lieu of 
dower or curtesy, or of other marital rights 
in the decedent’s property or estate shall not 
be considered to any extent a consideration 
‘in money or money’s worth’.” No compa- 
rable provision is to be found in Chapter 4 
of the Code with respect to the gift tax. 


Wemyss Case 


In the Wemyss case, the Supreme Court 
considered an antenuptial agreement where- 
by the taxpayer transferred stock to his 
prospective bride to reimburse her for the 
loss of trust income which was payable to 
her under a trust established by her former 
husband and which, in the event of her re- 
marriage, was to be paid to her son. The 
tax Court (CCH Dec. 13,539, 2 TC $76) 
had held that a promise of marriage was not 
a consideration measurable in money or 
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money’s worth, and that there was no con- 
sideration to the husband since he acquired 
no interest in the trust income forgiven by 
the wife. The Sixth Circuit Court of Appeals 
reversed (44-2 ustc { 10,133, 144 F. (2d) 78), 
holding that there was no donative intent, 
that there was an arm’s length transaction, 
and that the surrender of the trust income 
was sufficient consideration to take the trans- 
fer outside the scope of the gift tax. The 
Supreme Court reversed the Circuit Court 
and held the transfer taxable. From its opin- 
ion, it is apparent that donative intent is 
unnecessary, that marriage is not a consid- 
eration reducible to a money value, that 
common-law concepts of consideration are 
not controlling, that detriment to the donee 
is unimportant, and that receipt of money or 
money’s worth by the donor is the essential 
test for application of the gift tax. 


Merrill Case 


An antenuptial agreement was likewise in- 
volved in the Merrill case. Pursuant to this 
agreement, the husband created an irrevoca- 
ble trust for the benefit of his wife within 


ninety days after their marriage. The Dis-. 


trict Court (43-2 ustc J 10,061, 51 F. Supp. 
120) held the transfer to be free from tax, 
but was reversed by the Fifth Circuit 
(44-1 ustc J 10,116, 142 F. (2d) 651) on the 
basis that the agreement was an antenuptial 
agreement, made before the prospective 
spouse had acquired any rights, and conse- 
quently that there was no consideration de- 
terminable in money or money’s worth. This 
position was affirmed by the Supreme Court, 
which expressly held that the release of 
marital rights is not an adequate and full 
consideration in money or money’s worth 
for estate tax purposes, that the estate and 
gift taxes are in pari materia and must be con- 
strued together (following Sanford Estate v. 
Commissioner, 39-2 ustc J 9745, 308 U. S. 39), 
and that although correlation of the gift 
tax and estate tax still requires legislative 
action, the same phrases concerning consid- 
eration in the two tax laws should be con- 
strued alike. 


By treating the addition of the relinquish- 
ment provision, found only in the estate tax, 
as “cautious redundancy,” and by requiring 
a like construction of the words “adequate 
and full consideration in money or money’s 
worth,” the Supreme Court in effect held 
in the Merrill case that what is now the last 
sentence of Section 812 (b) is to be con- 
strued as applicable to the gift tax even 
though a comparable provision is not in- 
cluded in the gift tax law. This relinquish- 
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ment provision was added to the estate tax 
law by the 1932 Revenue Act, which also 
reimposed the gift tax without a correspond- 
ing provision. Although this omission on the 
gift tax side was originally deemed signifi- 
cant, and in fact was the basis for dissent 
by Justices Reed, Douglas and Stone in the 
Merrill case, the Supreme Court’s position, 
unless subsequently modified, would appear 
to invalidate any arguments seeking to con- 
strue the gift tax without giving effect to the 
last sentence of Section 812 (b). 


E.T. 19 


Bolstered by the favorable construction 
of the gift tax statute contained in the then 
recent Wemyss and Merrill cases, the Com- 
missioner, in August, 1946, released E.T. 
19, which provides that transfers of property 
pursuant to agreements incident to divorce 
or legal separation are not to be considered 
as made for an adequate and full considera- 
tion in money or money’s worth to the ex- 
tent that the consideration therefor is a 
relinquishment or promised relinquishment 
of dower, curtesy or other marital rights 
in the transferor’s property or estate. From 
the broad sweep of this ruling the Commis- 
sioner has carved out and exempted transfers 
to the extent that they do not exceed the 
reasonable value of support rights, which 
are to be determined in each case by taking 
into account the husband’s income, the ex- 
tent of his assets, the life expectancies of the 
parties and the probability of the wife’s 
remarriage. 

The attitude of the Tax Court with re- 
spect to E.T. 19 is summarized in Edward 
B. McLean, CCH Dec. 16,620, 11 TC 543, 
in which the court held free from tax a 
settlement agreement incident to divorce 
which provided for the division of property 
and for the payment of specified monthly 
amounts to the wife for her support and 
payments of lesser amounts in the event of 
her remarriage. The court distinguished 
Wemyss and Merrill as involving antenuptial 
agreements, and disposed of E.T. 19 by 
saying: “For reasons not clear to us, E.T. 
19 excepts support and maintenance from 
marital rights the release of which does not 
constitute full and adequate consideration. 
We deem the ruling invalid so far as it does 
not also except transfers made to settle pres- 
ently enforceable claims.” 


Converse Case 


E.T. 19 was issued while Commissioner v. 
Converse, 47-2 ustc J 10,567, 163 F. (2d) 121, 
was pending on appeal in the Second Cir- 
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cuit. The Tax Court (CCH Dec. 14,813, 
5 TC 1014) had exempted from tax a pay- 
ment made by a husband in settlement of 
all property rights and claims for support 
and maintenance, pursuant to a divorce de- 
cree which had directed a lump-sum payment 
to be made in lieu of monthly payments pre- 
viously agreed to in the separation agree- 
ment. In so doing, the Tax Court followed 
its decision in Herbert Jones, CCH Dec. 
13,224, 1 TC 1207 (reversed in Commissioner 
v. Bristol, supra) and distinguished Wemyss, 
Merrill and Bristol on the grounds that they 
dealt only with, and should be limited to, 
antenuptial agreements and therefore were 
not controlling in cases of postnuptial settle- 
ments incident to divorce proceedings. 


On appeal in the Converse case, the Com- 
missioner contended that the excess over 
and above the reasonable value of the wife’s 
support rights should be subject to tax in 
conformity with the position taken in E.T. 
19. The only consideration received, he 
argued, was the release of marital rights, 
which could not be recognized under Wemyss 
and Merrill; and in any event, such release 
was not an adequate and full consideration 
under Section 1002. However, the Circuit 
Court declined to subject any part of the 
transfer to tax and affirmed the Tax Court, 
not on the basis of distinctions between ante- 
nuptial and postnuptial agreements, as indi- 
cated by the Tax Court, but on the theory 
that the husband was bound by the divorce 
decree and the judgment was enforceable as 
a debt against him or his estate. The court 
(citing Commissioner v. Maresi, 46-1 ustc 
{ 10,276, 156 F. (2d) 929) pointed out that, 
had the husband died before payment, the 
liability of his estate when paid would have 
been a deductible claim for estate tax purposes. 


Until July of this year, the Converse case 
was the only appellate decision dealing squarely 
with the subject since Wemyss and Merrill, 
and had been followed by the Tax Court in 
the following cases: Matthew Lahti, CCH 
Dec. 14,914, 6 TC 7, nonacq. 1946-2 CB 6; 
Mitchell, CCH Dec. 14,954, 6 TC 159; acq. 
1946-2 CB 4; Estate of Barnard, CCH Dec. 
15,899, 9 TC 61, rev’d in part 49-2 ustc 
q 10,729, 176 F. (2d) 233; Albert V. Moore, 
CCH Dec. 16,723, 10 TC 393, nonacq. 1948-1 
CB 4; Edward B. McLean, supra, nonacq. 
1949-2-13007; Norman Taurog, CCH Dec. 
16,729, 11 TC 1016; William B. Harding, 
CCH Dec. 16,732, 11 TC 1051, acq. 1948-8- 
13060; Estate of Hill, CCH Dec. 14,974(M), 
5 TCM 55; Lewis C. Ledyard, CCH Dec. 
15,087(M), 5 TCM 209; Estate of Forstmann, 
CCH Dec. 15,619(M), 6 TCM 136; Junius R. 
Judson, CCH Dec. 15,662(M), 6 TCM 242; 
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and Estate of Gould, CCH Dec. 15,894(M), 
6 TCM 775. (See Cornelia Harris, CCH Dec. 
16,365, 10 TC 741, acq. 1948-17-12901; Cath- 
erine S. Beveridge, CCH Dec. 16,404, 10 TC 
915, acq. 1948-22-12945. Converse distin- 
guished: Clarissa H. Thomson, CCH Dec. 
15,913(M), 6 TCM 822; Roland M. Hooker, 
CCH Dec. 16,272, 10 TC 388, aff’d 49-1 ustc 
q 10,724, 174 F. (2d) 863. See also Lasker 
v. Commissioner, 43-2 ustc § 10,079, 138 F. 
(2d) 989, rev’g CCH Dec. 12,900, 1 TC 208, 
frequently cited by the Tax Court although 
decided before Wemyss and Merrill.) 


Hooker and Barnard Cases 


The Tax Court, however, still clings to 
its initial concepts. In Roland M. Hooker, 
supra, in holding that a trust created for 
minor children pursuant to a divorce decree 
should be taxed to the extent the value of 
the transfer exceeded the obligation to sup- 
port the children during minority, the Tax 
Court declined to follow Jones and Converse : 
“The reason for holding in those cases that 
there was no gift was that the circumstances 
negatived the presence of a donative intent 
and showed an arm’s-length transaction. But 
the absence of a donative intent and the pres- 
ence of adequate consideration in money 
or money’s worth may not be presumed in 
prenuptial agreements and in transfers for 
the benefit of minor children.” 


On July 25, 1949, the Second Circuit 
handed down its decision in Commissioner 
‘v. Barnard, supra, in which the parties had 
executed a property settlement agreement 
prior to divorce. Under the agreement the. 
wife transferred $50,000 to the husband for 
relinquishment of all his rights in her prop- 
erty. It was further provided that in the 
event of divorce the agreement might be 
embodied in the decree, but specified that it 
was not to be altered by the decree. The 
Second Circuit, having sidestepped the point 
in Converse, characterized the Tax Court’s 
distinction between antenuptial and post- 
nuptial agreements as “bordering on the 
fanciful” and as a “distinction without a 
difference.” It also held that the transfer: 
was not a genuine business transaction with- 
in the Regulations, and stated that Lasker 
was impliedly overruled by Merrill. Of con- 
siderable interest, however, are the court’s 
comments with respect to its prior decision 
in Converse. It pointed out that in Converse 
a lump-sum payment had been decreed in 
lieu of monthly payments provided by the 
separation agreement, so that the decree 
“created of its own force a judgment debt 
owed by the taxpayer.” It distinguished the 
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Barnard case, however, because the agree- 
ment specifically provided that it was not 
to be affected by the decree. The court 
concluded by saying that Converse “has been 
cited beyond its scope in some of the deci- 
sions below.” 


As an initial proposition, and absent the 
Supreme Court’s decisions in Wemyss and 
Merrill, no disagreement should exist with 
respect to the Tax Court decisions in so far 
as they purport to find factually that no do- 
native intent is involved and that the sur- 
render of property and support rights is 
adequate and full consideration in money or 
money’s worth. The Commissioner’s dis- 
agreement with the Tax Court, however, has 
not been limited to mere fact finding. He 
has consistently argued that the Tax Court 
is avoiding, as a matter of law, the impact of 
Wemyss and Merrill, an argument now sup- 
ported to a great extent by the Second Cir- 
cuit in the Barnard case, which adopted the 
reasoning. of Merrill and considered the dis- 
sents in the Tax Court cases of Converse, 
Taurog, McLean, Lahti and Harding “as stat- 
ing the necessary and correct principles.” 


Decretal-Obligation Test 


If we consider the Tax Court’s position 
discredited, or as at least made doubtful by 
the Barnard case, we are left with the decre- 
tal-obligation test imposed in Converse. But 
if Section 812 (b) is to be read into the gift 
tax law, is it proper to ignore the basic char- 
acter of the transfer and the underlying 
property rights affected by the decree, and 
to treat the satisfaction of a decretal obliga- 
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INCOME TAX PROBLEMS 


tion as the all-important test? Even the Tax 
Court is not prepared to go so far. In Hooker, 
in referring to the Circuit Court’s opinion 
in Converse, the Tax Court said: 


“However, if it means that no payment in 
liquidation of a judgment is a taxable gift 
within section 1002, then this court disagrees 
and, with all due respect, declines to follow 
that opinion. Commissioner v. Greene [41-1 
ustc § 10,048], 119 F. (2d) 383 [rev’g CCH 
Dec. 11,026, 41 BTA 515]; certiorari denied, 
314 U. S. 641. Estate of Louis D. Markwell 
{CCH Dec. 10,747], 40 BTA 65; aff'd, [40-1 
ustc J 9482] 112 F. (2d) 253.” 


The possibility of reducing to judgment 
agreements supported by an inadequate money 
consideration suggests one weakness of the 
decretal-obligation test. Likewise, as Judge 
Disney pointed out in his dissent in Taurog, 
the case of Freuler v. Helvering, 4 ustc 
{ 1213, 291 U. S. 35, founded a line of au- 
thority that consent judgments cannot de- 
termine tax consequences. 


The questions involved must remain un- 
answered until the Supreme Court clarifies the 
situation. As it is, we have a conflict in 
the Tax Court itself, the Tax Court and the 
Second Circuit are not on all fours, and both 
the Tax Court and the Second Circuit are 
at variance with the Commissioner over the 
application of E.T. 19. Under the circum- 
stances, the only conclusion to be drawn 
from this short discussion is that Converse, 
Barnard and the various Tax Court decisions 
referred to should be studied carefully in 
the light of Wemyss and Merrill and E. T. 19 
before taking final action in future divorce 
settlements. [The End] 





THERS will discuss or have already dis- 

cussed many of the income tax problems 
of trusts. Some of those problems are no dif- 
ferent from the ones confronting other tax- 
payers, since they involve the usual questions 
of gross income and deductions. Other prob- 
lems are more closely identified with trusts 
but, because of their importance in relation 
to other situations, were or will be dealt 
with extensively by others. Trusts as part- 
ners, employee trusts, definition of distrib- 
utable income, etc., are, of course, income 
tax problems of trusts but I could add little 
to the comprehensive treatment being ac- 
corded these problems. Four other income 
tax problems of trusts are deserving of at- 
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tention. They are: (1) When are trusts to 
be taxed as corporations? (2) When are 
separate trusts created? (3) When is as- 
signed trust income taxable to the assignor? 
and (4) When is the income of a trust taxa- 
ble to the grantor? I propose to examine 
the decisions of the past year in an effort to 
discover any important trends that may be 
developing on these four questions. 


The leading case on the question of trust 
versus corporation is Morrissey v. Commis- 
sioner, 36-1 ustc § 9020, 296 U. S. 344, de- 
cided in 1935. In this case two individuals 
executed a declaration of trust covering 
some 150 acres of land. Some of it was sub- 
divided into lots and sold. The trustees con- 
structed and operated a golf course on the 
balance. They were vested with control and 
management powers 2s well as the power to 
add to the number of trustees and choose 
successor trustees, but they had no power 
to incur liability on behalf of the benefi- 
ciaries of the trust. The equitable interests 
in the trust were evidenced by transferable 
certificates with a par value of $100 each, 
and they were held by hundreds of different 
persons. The Court held the trust to be an 
association taxable as a corporation. (See 
Code Section 3797(a)(3).) 


The developments since the Morrissey 
case are well summarized by Mr. Kennedy 
in his text Federal Income Taxation of Trusts 
and Estates (page 353), as follows: 


“Litigation continues prolific but at a de- 
creasing rate, the current decisions mainly 
drawing a line to separate the umbra from 
the penumbra, a separation of those trusts 
which lay in the deep shadow as clearly 
quasi-corporate business enterprises, from 
those which lie in the full light as true ordi- 
nary trusts. Trusts which lie in the space 
of partial illumination are the major cause 
of the present conflicts between taxpayers 
and the Bureau. Whether these penumbra 
trusts are resolved into associations taxable 
as corporations by a judgment which is pre- 
dominately factual, or primarily legal, or by 
a mixed judgment of law and effect, is not 
yet settled.” 

Nineteen forty-nine saw two cases “in the 
space of partial illumination.” Both involved 
oil lands in New Mexico. 


Nee v. Main Street Bank, 49-1 ustc § 9262, 
174 F. (2d) 425 (May 5, 1949), involved the 
following situation: In 1921, five banks 
loaned money on a ranch in New Mexico. 
When the borrower defaulted on his obliga- 
tion in 1922, the banks executed a declara- 
tion of trust (with an officer of one of the 
banks as trustee) with directions to the 


trustee to collect or foreclose and “said 
Trustee to take title to any of said real 
estate or other property and sell the same 
on credit or for cash, and apply all the pro- 
ceeds of said sales or other cash received by 
him pro rata upon said notes.” 


The trustee foreclosed and acquired title 
to the property in 1924. Since he was un- 
able to sell but one small tract, the property 
was held until the death of the trustee in 
1935. In the meantime, the trustee (and the 
beneficiaries) had executed oil and gas leases 
which became very promising. 


Restriction of Power of Sale 
and Other Features 


“ On the death of the trustee a new declara- 
tion of trust was executed by the then bene- 
ficial owners with three individual trustees 
who were given no power to sell and liqui- 
date the property. Other features of the 
declaration of trust were power in the trustees 
“to hold, manage, lease and handle said 
property or any part thereof, including the 
right to execute leases for oil, gas and min- 
eral rights or for grazing purposes on said 
property or any part thereof, and to transact 
any and all business incident thereto, in- 
cluding the right to collect all income there- 
from and disburse the same.” The trustees 
were not to be “personally liable in any 
manner whatsoever in the execution of this 
trust, except for misconduct that amounts 
to bad faith or gross negligence.” Any two 
of the trustees could bind the trust and in 
the event of a vacancy, a majority of the 
beneficiaries “in the amounts of their re-~ 
spective interests” as set out in the agree- 
ment had the right to appoint a successor 
trustee. The owners of an interest in the 
property equal to twenty-five per cent of the 
whole could terminate the trust by appro- 
priate action. 


Oil was discovered almost immediately 
after the execution of the new agreement 
and substantial royalty payments were re- 
ceived and disbursed by the trustees until 


the trust was terminated by revocation in, 


1943. However, the trustees did practically 
nothing during their trusteeship except to 
receive and endorse the oil checks and make 
distributions to the beneficiaries. The evi- 
dence showed that their other activities con- 
sisted merely of paying taxes and executing 
grazing and water leases, pipeline easements 
and an easement to the state for a right of way. 


The United States District Court for the 
Western District of Missouri (48-1 ustc 
7 9175, 75 F. Supp. 597) held the trust was 
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not taxable as a corporation (for the income 
tax years 1939 to 1941 and capital stock 
taxes for the years 1939 to 1943). The Court 
of Appeals for the Eighth Circuit reversed, 
adopting the test laid down in the Morrissey 
case that “to permit a trust to be classified 
as an association for income tax purposes, 
it must (1) be initially created, or have been 
thereafter utilized during the tax period in- 
volved, as a vehicle for carrying on a business 
enterprise, and it must (2) have character- 
istics, under its written structure or in its 
adopted mode of operation, resemblant of a 
corporate organization.” “The first, how- 
ever, is the substantive element, and the 
second is simply one of supportive but not 
invariable form.” The court also recognized 
that a trust would not be taxable as an 
association “if its sole or dominant object 
and activity are a liquidation of the trust 
estate or a holding to preserve the trust 
property.” 


The government argued that the language 
of the trust instrument in granting the re- 
lated powers to the trustees indicated per se 
an entrepreneurial purpose. However, the 
court found: “. . . we do not think it can 


be said generally and abstractly that they. 


necessarily are such powers as would not 
be granted to or be exercised by trustees of 
an ordinary trust in a holding of property 
for its preservation. . . . Of course, all of 
the powers mentioned (and particularly per- 
haps that of making oil leases) are also 
capable of having an entrepreneurial pur- 
pose or significance, but, if that was the 
situation here, it was a matter which rested 
on the setting or circumstances of the trust 
and which was not inherent from the face of 
the instrument.” 


The court then proceeded to examine the 
‘setting or circumstances” and concluded, 
“These circumstances and this setting in 
their relation to the executing of the trust 
agreement make it impossible for us . 
to escape the definite and firm conviction 
that, within the view and the intention of 
the parties, their actions in constituting the 
trust did not rest on the level of setting up 
a conventional trusteeship for preservation 
of the property but rose to the height of pro- 
viding an instrumentality to permit and facili- 
tate exploitation of the property for profit.” 
Thus, the court found that the first requirement 
mentioned in the Morrissey case was met. 


‘ 


The court also rejected the argument that 
the second test was absent, i. e., that the 
trust was lacking in corporate earmarks suf- 
ficient to permit it to be taxed as a corpo- 
ration. The five general characteristics of a 
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corporate undertaking as listed in the Mor: 
rissey case were reviewed, i. e., (1) holding 
the title, (2) centralized management, (3) 
continuity, (4) transferability of beneficial 
interests and (5) limitation of liability. The 
court felt that all were present except the lim- 
itation of liability and concluded that the 
formal resemblances of the trust to a corpo- 
ration, in relation to its having been created 
to permit an enterprise to be carried on are 
sufficient to warrant taxing its income as an 
association. The taxpayer filed in the Su- 
preme Court a petition for certiorari on 


July 9, 1949. 


“Management and Disposition”’ 


Nee v. Linwood Securities Company, 49-1 
ustc {J 9263, 174 F. (2d) 434, was decided on 
the same day as the Main Street Bank case 
and by the same court. It involved a very 
similar set of circumstances. Here also, 
there were notes held by certain banks secured 
by New Mexico real estate. On the default 
of the notes in 1922, the mortgagor deeded 
the property to the trustee in satisfaction of 
the indebtedness. In 1928, a small portion 
of the land was sold with the reservation of 
oil, gas and mineral rights. During that year 
also a new trust agreement was entered into 
providing for three trustees instead of one, 
with the power of “management and dis- 
position” of the property “including the 
right to execute on behalf of the benefi- 
ciaries oil, gas or mineral leases and the 
transaction of any business incident thereto 
and to execute and deliver oil and gas leases 
and leases for grazing purposes.” Action by 
the trustees could be taken by a majority 
and the trustees were to have no liability 
except for “conduct that amounts to bad 
faith or gross neglect.” Shortly after this 
new agreement, the trustees entered into a 
conventional oil and gas lease covering cer- 
tain portions of the property. In 1932, they 
sold all of the land, retaining only the oil, 
gas and mineral rights in the property. The 
trustees did nothing else until 1934, when 
they executed a conventional oil and gas 
lease for an additional 160 acres. In 1936, 
oil was discovered and from that time until 
the termination of the trust in 1943 royalty 
checks were paid to the trustees and they 
distributed the money to the beneficiaries. 
No other action was taken. 


The District Court for the Western Dis- 
trict of Missouri (48-1 ustc 79175, 75 F. 
Supp. 597) held that the trust was a liqui- 
dating agency and not taxable as a corpora- 
tion. The Court of Appeals for the Eighth 
Circuit affirmed. 
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The court compared this case with the 
situation in the Main Street Bank case. It 
noted that here, unlike the Main Street Bank 
case, the trust was not reconstituted at a 
time of nor in relation to some proceeding 
or culminating oil development. Rather, for 
a period of eight years following the making 
of the trust, no important action was taken. 
The court concluded: “The present trust, 
therefore, could be regarded as not having 
been created in relation to any such setting 
of suggested potentiality exploitable by a 
manifest motive as the trust in the Main 
Street Bank case.” The court conceded that 
the trial court could have interpreted the 
facts differently and that they themselves 
might have done so if this court had been 
the initial trier of the facts, but felt that the 
situation was not strong enough to warrant 
a reversal of the trial court. 


Emphasis was placed on the following 
facts: “The lack of any pending oil develop- 
ment or prospect thereof at the time; the 
conventional nature of the leases which 
the trustee had the opportunity to make; the 
fact that at the time and for eight years 
following there was no drilling interest; and 
the apparent absence of any other indicated 
business potentiality in the situation when 
the trust was constituted. Nor had the trust 
at any time thereafter been converted into 
a business enterprise for the evidence shows 
that even after drilling operations began 
eight years later the trustees did nothing 
except sit back and. receive the oil checks 
sent them by the lessee.” The government 
has indicated that a petition for certiorari 
will not be filed in this case. 


Obviously both cases were decided upon 
identical legal principles. Both follow the 
doctrine of the Morrissey case. Hence, they 
add little to our legal thinking. Yet opposite 
results were reached. Factually, the cases 
are very similar but the timing of those 
facts seemed to be the determining factor in 
persuading the court to different conclusions 
in the two cases. In the Linwood Securities 
Company case the arrangement was entered 
into eight years before oil development be- 
came active, while in the Main Street Bank 
case the trust agreement coincided with 
active oil development. This was a part of 
the “setting or circumstances” which the 
court considered important. One might well 
inquire why the court of review felt com- 
pelled to interpret this “setting or circum- 
stance” in the Main Street Bank case directly 
contrary to the trial court. There is no in- 
dication whatever that the trial court applied 
erroneous legal principles, but rather the 
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review court concludes in effect that the 
same facts and the same legal principles 
require a different result. Inescapably we 


must conclude that the Court of Appeals 
merely substituted its synthesis of the same 
facts and principles for that of the trial 
court. This adds nothing to the solution of 
the problem, but merely demonstrates the very 
practical observation that cases are not won un- 
til the last Court of Appeals has had its say. 


The problem of separate trusts is almost 
as old as the trust versus corporation prob- 
lem. Since United States Trust Company of 
New York v. Commissioner, 36-1 ustc J 9040, 
296 U. S. 481, decided in 1936, it seems well 
settled that whether one or more trusts are 
created by a single instrument is a matter 
of intention of the grantor. Naturally, the 
actual language of the instrument is the pri- 
mary factor, though the conduct of the 
trustee and administrative necessity are often 
used as aids in determining the intention of 
the grantor. 


Two cases have been decided on this point 
within the past year and neither is of great 
significance. On May 4, 1949, the Court of 
Appeals for the Third Circuit in Mellon 
National Bank & Trust Company v. Commis- 
sioner, 49-1 ustc $9291, 174 F. (2d) 828, 
affirmed the decision of the Tax Court 
(CCH Dec. 16,519, 11 TC 135). In neither 
report are the actual terms of the trust set 
forth. However, the headnote to the Tax 
Court opinion indicates that the trustor pro- 
vided for payment of annuities to his four 
children as principal beneficiaries, and for 
division of the excess trust income into as 
many parts as the trustor had living grand-. 
children (or issue of grandchildren, per 
stirpes) and that the income might be paid 
to the guardian of any minor beneficiary as 
the guardian might deem necessary for 
maintenance, education and support of the 
minor beneficiary (or the trustees them- 
selves might so apply the income), any un- 
expended income to be retained and invested 
until the minor became twenty-one, and then 
paid to him. In the taxable year, the twelve 
secondary beneficiaries in each case were 
minors. The trustees, after payment, of income 
to the four primary beneficiaries in each case, 
set up twelve accounts for the twelve minors. 
They did not make payments to any guardian 
nor themselves apply any excess income to 
maintenance, education or support of the 
minors. Each of the four trust instruments 
repeatedly used the singular in referring 
thereto and never the plural. The court held 
that only four and not fifty-two separate 
trusts were created. 
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What Language of Settlor Implied 


The opinion of the Tax Court pointed out: 


“Article three provided ‘(the trustee) 
shall continue to hold the share of such 
minor in a separate trust fund.’ 


“The language used in the trust deed is 
similar to that generally found in instru- 
ments creating a single trust with several or 
more beneficiaries and provision for accu- 
mulating a portion of the income of benefi- 
ciaries for distribution in the future. Here 
amounts of current income not used for the 
maintenance, education and support of any 
minor beneficiaries were to be ‘retained and 
invested’ by the trustees until he or she 
reached twenty-one years of age, when accu- 
mulations were to be paid to such minor. 


“We find nothing in the instrument to 
disclose intent of the settlor that accumu- 
lated income of beneficiaries who died before 
becoming entitled to a distribution thereof 
should pass to their personal representatives 
... The general purpose was equal division 
of income and corpus among grandchildren 
and issue of any deceased grandchildren. 

“We conclude that the settlor intended 
only one trust in each case.” 


This does not seem to be unreasonable 
and appears to be in line with the earlier 
decisions. 


Lane, Trustee v. U. S., 49-1 ustc J 9143, 83 
F. Supp. 260, is not particularly helpful either, 
though the conclusion was in favor of the 
multiple-trust theory. The terms of the trust 
are not detailed in this District Court of 
Missouri decision of November 30, 1948. 
However, among the conclusions of law 
there is the following: 

“The use of the word ‘Trusts’ in para- 
graph B of Section VIII and in various other 
portions of the will indicates Mrs. Wilson’s 
intention to create multiple trusts.” 

The court held that the instrument cre- 
ated eight separate trusts. 


Pattern for Third Problem 


The third income tax problem of trusts to 
be considered is represented by the leading 
case of Blair v. Commissioner, 37-1 UsTC 
7 9083, 300 U. S. 5, decided in 1937. It is 
axiomatic that where there is an absolute 
transfer of income-producing property the 
future income belongs to and is taxed to the 
assignee. However, if the assignment re- 
lates merely to future income on property 
retained by the assignor, the income remains 
taxable to the assignor. The Blair case de- 
cided that an assignment by a life income 
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beneficiary of a specified amount in dollars 
to the assignee for his life is an actual trans- 
fer of a part of the equitable property inter- 
est and that the income is thereafter taxable 
to the assignee. 


Grant v. Commissioner, 49-1 ustc § 9297, 
174 F. (2d) 891 (CA-5, 1949), involved these 
principles but was complicated by special 
facts. John Grant, the husband of the tax- 
payer, died in 1938. By the terms of his will 
a residuary. trust was established for the 
benefit of his wife for life, with remainders 
to children and grandchildren. The trust 
provided in part as follows: 


“At the end of each year, my Trustees 
shall pay to my wife all, or any part, of the 
net income of said Trust Estate that my wife 
may elect and any portion of said net income 
not drawn by my wife shall be added to the 
corpus of said Trust Estate.” 


His wife never elected to take any part of 
the income and on June 20, 1945, she re- 
nounced and released all income bequeathed 
to her by her husband. At the close of each 
year the income of the trust was added to 
the corpus by the trustees as required by 
the will. The Tax Court (CCH Dec. 16,532, 
11 TC 178) approved a deficiency assessment 
against the wife for the years 1943 and 1944 
and for that part of the year 1945 prior to 
the date of her complete renunciation and 
release of all income. This is an appeal from 
that decision. The Court of Appeals affirmed 
the Tax Court decision. 


The court felt that the income was taxable 
to Mrs. Grant by virtue of Section 162 on 
the ground that the income was currently 
distributable. (Not necessary to discuss this 
part of the holding.) 


Purpose of Renunciation 


The court also felt that the income was 
taxable to Mrs. Grant purely on the grounds 
of economic ownership. The court pointed 
out “until June 20, 1945, when she expressly 
renounced it, the entire income from this 
trust was subject to petitioner’s absolute 
command and was taxable to her whether 
she saw fit to enjoy it or not. The renuncia- 
tion of the trust income, even if retroactive 
under state law, did not relieve petitioner 
of taxation predicated upon economic own- 
ership. Such renunciation as to the income 
earned on the date mentioned was an an- 
ticipatory assignment thereof to the remain- 
dermen, who were her three children and 
one grandson.” 


Tf the language of the trust instrument 
had been reversed, there could be little quar- 
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as 

rel with this decision. That is, if the income 
had been payable to Mrs. Grant absolutely 
except such part as she affirmatively elected 
not to take, it would seem obvious that her 
affirmative election not to take the income 
each year would not relieve her of income 
tax on such income. Such a state of facts 
would make the case similar to Estate of 
Vong Goo Shee, CCH Dec. 16,737(M), 7 
TCM 918 (1948), where assignments of trust 
income for fourteen months and twenty-four 
months respectively were held not sufficient 
to relieve the assignor from tax under the 
rule of the Blair case. 


In the Grant case there appears no evi- 
dence to indicate that Mrs. Grant had ever 
accepted the bequest under her husband’s 
will. Is it possible for a potential donee of 
property to be taxed with the income of that 
property prior to acceptance of the gift? 
Doubtless, the court was influenced by the 
fact that the renunciation did not take place 
until about seven years after the death of the 
testator. One cannot help but agree with 
the result in this case but if the widow, at 
the earliest possible opportunity, had re- 
nounced such income would she have been 
taxed with the small amount of income which 
might have accrued prior to her renuncia- 
tion? One suspects that the same result in 
this case might have been reached on the 
more understandable grounds of the failure 
of the widow to act promptly. 


Two other assignment-of-trust-income 
cases are worthy of note because of the fact 
that the assignment was attacked not only 
on the basis of the Blair case but also on the 
theory that the assignment was within the 
doctrine of Helvering v. Clifford, 40-1 ustc 
7 9265, 309 U. S. 331 (1940). In each case 
the assignment of the trust income was to 
another trust created by the income bene- 
ficiary as grantor. Thus, there is a combina- 
tion of the problems of “When is assigned 
income of a trust taxable to the assignor?” 
and “When is the income of a trust taxable 
to the grantor?” 


Section 22(a) 


Before considering the two cases decided 
this past year, it might be advisable to re- 
view briefly the Clifford case. In that case 
the grantor declared himself trustee of certain 
securities for a term of five years or until the 
prior death of either himself or his wife. 
The grantor, as trustee, had the power in his 
discretion to pay all or any part of the in- 
come to his wife. Any income not received 
by her was to be accumulated separately 
and paid out to her upon the termination of 
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the trust. Upon termination, the principal 
of the trust was to revert to the grantor. 
The instrument gave to the grantor, as trus- 
tee, very broad management powers. The 
United States Supreme Court held that the 
grantor was taxable on the income of the 
trust under the broad concept of Section 22 
(a) of the income tax law. The Court relied 
heavily on the combination of three major 
factors of the Clifford trust: (1) the short- 


ness of the term, (2) the identity of the 
beneficiary as within the grantor’s intimate 
family group and (3) the extensive adminis- 
trative powers he vested in himself as trustee. 


In Farkas v. Commissioner, 48-2 ustc § 9394, 
170 F. (2d) 201 (CA-5, 1948), the petitioner’s 
father died in 1915, leaving a will which 
established a testamentary trust, under the 
terms of which the income was to be paid 
to the testator’s eight children for life, with 
eventual distribution to grandchildren, Five 
of the eight children, including the petitioner, 
were appointed trustees. At the time of the 
assignment in question, the petitioner was 
entitled to one eighth of the income of the 
trust for his lifetime. 


On January 8, 1943, the petitioner executed 
the following instrument: 


“For, and in consideration of One Dollar, 
I hereby transfer, assign and convey all my 
right, title and interest to the profits, divi- 
dends or income from the Estate of Sam 
Farkas as provided by the Will of Sam 
Farkas to be paid to each heir, to my brother 
Mack Farkas, in trust. This trust to ter- 
minate within ten years from the date here- 
of, or upon the death of Mack Farkas. 


“The income from said Estate is to be - 
used by my brother Mack Farkas to aid any 
of my brothers or sisters in educating their 
children, or in sickness or financial reverses, 
or extraordinary needs. I leave it entirely 
to my brother Mack Farkas, Trustee, to de- 
termine the amount and to whom he shall 
make gifts, giving him absolute discretion 
in the matter, and giving him authority to 
dispose of all the income hereby conveyed, 
or any part thereof just as he sees fit, pro- 
vided no portion of which shall go to the 
undersigned. 


“At the termination of this trust whatever 
amount that may have been accumulated by 
said Trustee from the interest hereby con- 
veyed may be disposed of by him, if living, 
as he sees fit, or by Will, whether for the 
use or benefit of my brothers and sisters, 
or not, making him the sole arbiter to de- 
termine how and in what way he shall dis- 
pose of same, provided no portion of which 
shall go to the undersigned.” 


TAX ES—The Tax Magazine 





Mack Farkas, the trustee, was fifty-three 
years old at the time of this assignment and 
had a life expectancy of over fifteen years. 
In subsequent litigation, the Supreme Court 
of Georgia considered the transfer of the 
petitioner’s interest to have been a transfer 
of an equitable interest in the trust estate. 
However, the government contended that 
despite this holding, the assignment amounted 
to an assignment of future income and hence 
remained taxable to the assignor, or, in the 
alternative, that the assignment was con- 
trolled by the Clifford case, and in any event 
the income remained taxable to the assignor. 


Clifford Case Controlling 
in Tax Court 


The Tax Court (CCH Dec. 15,877, 8 TC 
1351) agreed with the government’s conten- 
tion, and this was a petition to review the 
decision of the Tax Court. The Court of 
Appeals reversed the Tax Court, holding 
that the assignment was the assignment of 
an equitable interest in the trust estate and 
not an assignment of future income and that 
the Clifford doctrine was not applicable. 


The court felt that this case was controlled 
by Blair v. Commissioner, supra. The court 
concluded as follows: 


“We conclude that since: (a) the decisions 


and admissions show that the interest trans- 
ferred was an equitable interest in the testa- 
mentary trust estate; (b) there was a complete 
renunciation by the settlor of any benefit or 
control to the property; (c) the trust was 
not one of an unreasonably short duration 
but was for a large portion of settlor’s life 
expectancy; we should hold that the transfer 
was a substantial disposition of property 
and not merely the anticipatory assignment 
of future income.” 

Chief Justice Hutcheson wrote a concur- 
ring opinion in which he pointed out that 
the income of the trust created by the as- 
signor would not, under the Treasury Reg- 
ulations themselves, be taxable to the grantor 
and hence felt this an additional reason for 
reversing the Tax Court decision. 


Circuit Judge McCord dissented on the 
very general grounds that “I have never fa- 
vored decisions which encourage loopholes 
in our tax laws and enable taxpayers, through 
the medium of ten-year inter-vivos trusts or 
otherwise, to transfer excess income and 
thereby retreat to lower tax brackets during 
prosperous and high tax years, and later to 
retrieve that same source of income in lean 
years, when income taxes are usually much 
lower.” Petition for certiorari will not be filed. 
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Adjustment in Income Provisions 


In Hawaiian Trust Company, Litd., Executor 
v. Kane, 49-1 ustc $9131, 172 F. (2d) 74 
(CA-9, 1949), Laura D. Sherman was the 
sole income beneficiary and co-trustee of an 
irrevocable trust in which it was provided 
that all the net income derived from the trust 
estate should be paid to her during her life- 
time. In 1936, her son was divorced from 
his wife and the divorce decree provided that 
the son should pay his divorced wife the 
sum of $100 per month for life or until she 
remarried and that he should also pay to his 
divorced wife the sum of $75 per month for 
the support of each child until he or she 
reached majority or died prior thereto. There 
were two children of the marriage: a boy 
approximately ten years of age and a girl of 
about nine years. The son was unable to 
comply with the provisions of the divorce 
decree and Mrs. Sherman, his mother, de- 
siring to assist him financially, assigned a 
portion of the income to which she was en- 
titled under the trust. These assignments 
were intended to and did make provision 
for the payment to the divorced wife and 
the children of the amounts and for the du- 
ration of time required by the divorce decree. 
The government assessed taxes on all the 
income against the assignor, Mrs. Sherman, 
on the theory that she retained the entire 
reversion in the trust fund. The Dis- 
trict Court for the Territory of Hawaii 
(48-1 ustc J 9132, 76 F. Supp. 224) agreed 
with the government, but the Court of Ap- 
peals reversed, holding that Mrs. Sherman 
was not taxable on the trust income which 
she had assigned for the benefit of her son’s 
divorced wife and children. 


The court reviewed the Blair case and 
thought it was controlling and that the Clif- 
ford case had no application. It was pointed 
out by the court that here there were three 
assignments of trust income: one to last for 
the unmarried life of the divorced wife and 
the others to last during the minority of the 
children, aged approximately nine and ten. 
The court went on to say: 


“Here, the conditions under which the as- 
signed interests could revert to the assignor 
were entirely beyond her control. The as- 
signments were not made within a family 
economic unit and there existed no legal ob- 
ligation on the part of the taxpayer to sup- 
port the recipients of the benefits of the 
assignments, It is significant that these as- 
signments would not fall within the so-called 
Clifford regulations promulgated by the Com- 
missioner invoking tax liability. The period 
of the children’s assignment is more than a 
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ten-year minimum provided in paragraph 
(c) of the regulations and the condition of 
remarriage contained in the assignment to 
the divorced wife is not of the unsubstantial 
character outlined in paragraph (c). It is 
also true that notwithstanding Mrs. Sher- 
man was Co-Trustee under the trust she was 
given none of the administrative powers con- 
sidered sufficient to invoke tax liability under 
paragraph (e) of the Clifford regulations.” 
The court cited with approval Farkas v. 
Commissioner, supra, decided by the Fifth Cir- 
cuit, and petition for certiorari will not be filed. 


It will be noted that in both of these cases 
the term of the new trust created was much 
longer than the five years specified in the 
Clifford trust, the beneficiary was not within 
the grantor’s intimate family group and ad- 
ministrative powers with respect to the as- 
signed income were not particularly important. 
Obviously, these cases are not Clifford trusts 
in the strict sense. However, in both cases 
the existing Income Tax Regulations were 
mentioned, though years prior to the adop- 
tion of such regulations were involved. 


T. D.’s 5488, 5567 
Mim. 6156 


Before considering other cases decided this 
past year on the Clifford problem, it might be 


well to summarize briefly those regulations 
which were approved on June 30, 1947 (T. D. 
5488, T. D. 5567 and Mim. 6156). It is neither 
important nor appropriate at this time to 
consider the detail of the regulations or their 
validity. In summary, the regulations con- 
sider the income of the following types of 
trusts as taxable to the grantor under the 
doctrine of the Clifford case: 


(1) (Paragraph (c) of Regulations) Short- 
term trusts with reversionary interest in the 
grantor. This includes any trust of less than 
ten years with a reversionary interest in the 
grantor and trusts of less than fifteen years 
with reversion in the grantor and one or 
more named administrative controls vested 
in the grantor or his spouse. 


(2) (Paragraph (d) of Regulations) 
Trusts with discretionary power to vary the 
distribution of income or corpus held by the 
grantor (or any nonsubstantial adverse in- 
terest) in any capacity, with certain very 
important exceptions. 


(3) (Paragraph (e) of Regulations) 
Trusts with one or more enumerated adminis- 
trative powers held by the grantor (or any 
person not having a substantial adverse in- 
terest) in a nonfiduciary capacity. 
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With this summary in mind, let us review 
other cases decided during the past year 
where the Clifford question was raised. 


Schmidt v. Glen 


Schmidt v. Glen, 49-1 ustc 99192, 172 F. 
(2d) 863 (CA-6, 1949), involved a trust where- 
in the grantor reserved adminisrative powers. 
It was not a short-term trust nor were there 
any powers to vary the distribution of in- 
come or principal. The corpus of the trust 
was closely held stock in a company with 
which the grantor had been connected since 
early boyhood. This stock was conveyed 
to a corporate trustee under certain trust 
instruments which contained the following 
provision: 


“During the lifetime of the Donor, the 
Trustee is authorized, empowered and di- 
rected to lease, mortgage, pledge, sell, dis- 
pose of, invest and reinvest properties so 
held by it, and to vote stocks, exchange one 
class of securities for another, and agree to 
compromise with reference thereto only at 
such times and in such manner as may be 
authorized and directed by the Donor in 
writing.” 


Another clause of the instruments pro- 
vided: 


“This agreement is intended to and shall 
be irrevocable and the Donor hereby relin- 
quishes any and every right in and to the 
trust estate and the income therefrom and 
any and every power in connection therewith 
except the power to control investments, 
change the trustee and the personnel of the 
Advisory Committee, as hereinabove set forth.” - 


The District Court (Western District of 
Kentucky) concluded that the grantor was 
taxable with the income of the trust under 
the Clifford doctrine and the Court of Ap- 
peals for the Sixth Circuit affirmed. While 
this case involved tax years prior to the 
adoption of the current Regulations, it is 
obvious that the case is squarely within para- 
graph (e) of those Regulations. 


In Bush v. Commissioner, 49-1 ustc J 9320 
(CA-2, 1949), the Clifford doctrine was relied 
upon by a beneficiary of a trust in an at- 
tempt to shift the income tax burden to the 
grantor. This was resisted by the govern- 
ment. In 1923, Irving T. Bush, who was 
then the husband of petitioner, established 
a trust under which she was to receive sixty 
per cent of the trust income during his life. 
In 1930, while divorce proceedings were 
pending in Nevada, but prior to the entry of 
a decree therein, the 1923 trust was revoked 
by mutual consent of the interested parties, 
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and part of the securities withdrawn there- 
from were used to establish another trust 
under an agreement of June 6, 1930, exe- 
cuted by Mr. and Mrs. Bush and Bank of 
Manhattan Trust Company as trustee. Un- 
der the 1930 trust agreement, Mrs. Bush was 
to receive $60,000 a year for life, and if the 
trust income fell below that figure in any 
year Mr. Bush was to make up the deficiency 
to the trustee. The divorce decree entered 
on June 9, 1930, adopted and approved the 
1930 trust agreement in lieu of alimony and 
of any right of Mrs. Bush to future support 
and maintenance, 

The original corpus of the 1923 trust con- 
sisted of 16,000 shares of Bush Terminal 
Company, of which Mr. Bush was the presi- 
dent, and he reserved the right to vote these 
shares or any other stock which might con- 
stitute the corpus of the trust. He also re- 
served the right to direct the investment of 
the trust funds. By 1927, the trustee had 
disposed of all the Bush stock and had rein- 
vested in other securities. The Tax Court 
had held the reserved powers were not suf- 
ficient to bring the case within the Clifford 
and Stuart rules. (Irving T. Bush, CCH Dec. 
13,938(M), 3 TCM 463.) 

The court held Mrs. Bush taxable on the 
trust income for the years 1938, 1939 and 
1940, following its opinion in the case against 
her husband (Bush v. Commissioner, 43-1 usTc 
q 9323, 133 F. (2d) 1005) which held that he 


was not taxable on the trust income. 


Is the difference between this case and 
the Schmidt case the fact that in the latter 
case the closely held stock was still held in 
trust while in the Bush case the closely held 
stock had been disposed of? Apparently, 
substantially the same administrative con- 
trols were present in each case. The Bush 
case is just as much within the language of 
the Regulations (paragraph (e) (4)) as the 
Schmidt case, though factually the existence 
of closely held stock is a distinguishing fea- 
ture. Is it possible that control of invest- 
ments alone is insufficient to require the 
application of the Clifford doctrine? Are the 
Regulations invalid to the extent that they 
indicate otherwise? Perhaps so, but the Bush 
case is hardly authority for invalidity of the 
Regulations, since the taxable years involved 
predated the Regulations. A more reason- 
able interpretation is that the existence of 
the closely held stock tends to indicate that 
the administrative powers reserved to the 
grantor are held in a nonfiduciary capacity. 
With this interpretation, the result in both 
cases is in line with the Regulations. 

There are a half dozen or more Tax Court 
cases decided in the past year involving the 
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question of the taxability of trust income to 
the grantor, though the Clifford doctrine 
apparently was not argued in all of them. 


Section 29.22(a)-21(d)(4) 


In Anthony J. D. Biddle, Jr., CCH Dec. 
16,707, 11 TC 868 (1948), the grantor as one 
of three trustees had the usual trustee pow- 
ers, including a discretionary one to pay 
principal to the income beneficiaries (her 
husband and children) for their maintenance, 
benefit and welfare. The grantor was in- 
active in her trusteeship duties and as a mat- 
ter of fact the discretionary power to pay 
principal was not exercised. It would ap- 
pear that under the current regulations this 
power in the grantor as one of the trustees 
to pay principal to the income beneficiaries 
would not make the income taxable to the 
grantor if (in the language of the Regulations) 
“the power is limited by a reasonably definite 
external standard. Such standard must be set 
forth in the trust instrument and must consist 
of the needs and circumstances of the bene- 
ficiaries.” (Section 29.22 (a)-21 (d) (4).) 


“Maintenance” is doubtless a “reasonably 
definite external standard” but are “benefit” 
and “welfare”? It seems doubtful. How- 
ever, the court without considering the Reg- 
ulations held that the Clifford doctrine did 
not apply and the income was not taxable to 
the grantor. The taxable years involved were 
prior to the current Regulations. 


In Emanuel Sturman Estate, CCH Dec. 
16,708, 11 TC 890 (1948), the power to pay 
principal was definitely limited to support 
and maintenance. Further, the trustee was 
not the grantor but the son of the grantor, 
though under the Regulations this latter fact 
is of little consequence. However, in this 
case the Clifford doctrine was not mentioned. 
Taxability to the grantor was argued on the 
theory that the income beneficiary was the 
grantor’s wife, to whom he owed a duty of 
support, and that this income was used to 
discharge such duty. The Tax Court rejected 
this argument, holding the income not taxable 
to the grantor under the doctrine of Douglas 
v. Willcuts, 36-1 ustc J 9002, 296 U. S. 1. 


Margaret B. Tobin, CCH Dec. 16,712, 11 
TC 928 (1948), involved both a discretionary 
power with respect to distribution of income 
(paragraph (d)) and administrative controls 
over closely held stock (paragraph (e)). 
The facts were substantially as follows: 


On June 14, 1935, petitioner Edgar Tobin 
created three trusts, each having a corporate 
trustee and an advisory committee of three 
persons. The net income was payable in the 
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discretion of the advisory committee to the 
primary beneficiaries, namely, his mother, 
daughter and son, for life, with remainder 
over to others. On June 14, 1935, petitioner 
Margaret Balts Tobin created a trust having 
a corporate trustee and an advisory commit- 
tee of three persons. The powers given the 
trustee were subject to the control of the 
committee. The net income was payable in 
the discretion of the advisory committee to 
her son for life, with remainder over to 
others. All trusts were irrevocable and no 
part of the corpus or income could revert to 
the respective grantor. The principal assets 
of these trusts consisted in stock of corpo- 
rations organized by Mr. Tobin. Each peti- 
tioner was a member of each advisory com- 
mittee. The third member was Mrs. Tobin’s 
mother for a time, and a personal friend for 
the remainder. The Tax Court held that the 
net income of these four trusts was not taxable 
to grantors under Section 22 (a) of the Code. 


The court states that in no case did the 
grantor retain for himself or herself alone 
any of the powers of management enjoyed 
by Clifford in the Clifford trust. These pow- 
ers were vested in the advisory committees, 
and any power the grantor had as a member 
of the advisory committee was to be exer- 
cised in a fiduciary capacity. It was not a 
power expressly retained to the grantor as 
an individual. The court did not discuss 
the current Regulations. On May 24, 1949, 
the government filed notice of appeal to the 
Court of Appeals for the Fifth Circuit. This 
may develop into a very important case, and 
the progress of the appeal will be watched 
with interest. 


Another case involving closely held stock 
with the donor as trustee is Harvey C. Frue- 
hauf, CCH Dec. 16,934, 12 TC 681 (1949). 
By agreement dated December 30, 1935, 
Harvey C. Fruehauf transferred 21,000 shares 
of the Fruehalf Trailer Company common 
stock, of whichacompany he was president 
and a director, to himself as trustee of three 
separate trusts for the benefit of his, wife 
and two children. The agreement was irrev- 
ocable and Fruehauf as grantor retained only 
the right to change any trustee. 


The trustee had the usual investment pow- 
ers, but the conditions as to payment or 
accumulation of income were definitely fixed 
and not subject to change, as were the 
income beneficiaries and the ultimate distrib- 
utees of the corpus. The trustee did, how- 
ever, have power to invade principal for the 
maintenance and support of Mrs. Fruehauf 
and after her death for the maintenance, sup- 
port and education of the children. The trus- 
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tee voted the stock of the Fruehauf Trailer 
Company at its annual meetings. The trust 
holdings in 1941 were 55,095 shares and Mr. 
Fruehauf’s personal holdings were 32,720; 
the total shares of stock of the company 
comprised 398,536. 


The court held that Mr. Fruehauf was not 
taxable on the trust income for 1941, Mur- 
dock, J., dissented. 


“Reasonably Definite 
External Standard” 


From the point of view of paragraph (e) 
of the Regulations, the approach in this case 
seems adequate in that the inquiry was di- 
rected to whether or not the power held by 
the grantor as trustee with respect to the 
stock was truly exercisable in a fiduciary 
capacity. The power held by the grantor as 
trustee to invade principal for the benefit of 
the income beneficiaries is exempt under 
paragraph (d) of the Regulations, since it is 
limited by a “reasonably definite external 
standard,” i, e., maintenance, support and 
education. 


The May Chandler Goodan case, CCH Dec. 
16,979, 12 TC —, No. 110 (1949), is directly 
contrary to the Regulations. In this case, 
eight individuals transferred individually- 
owned stock in two corporations in trust and 
directed the trustees to pay their pro rata 
share of trust income to themselves for life, 
then to their respective spouses, then to their 
issue, and finally to their heirs until termina- 
tion of the trust, at which time the trust cor- 
pus was to go to their issue, if any, and then 
to their heirs-at-law. The trust was to ter- . 
minate upon the death of the survivor of 
twenty-one named individuals ranging in age 
from sixty-eight years down to two months 
and including the eight trustors, The really 
significant fact was that each trustor reserved 
a power of appointment of his share of trust 
income and principal after his death. Cash 
net income was to be, and was, distributed 
to the life tenant-trustors during the taxable 
years and the income tax due thereon was 
paid by them. Taxable stock dividends re- 
ceived by the trust during each of the tax- © 
able years was reported as trust income and 
the income tax paid thereon. A provision 
of the trust agreement required stock divi- 
dends to inure to principal. Respondent de- 
termined that the taxable stock dividends 
constituted income to the life tenant-trustors 
for the reason that no valid trust was cre- 
ated, or sections 22 (a), 166, or 167 of the 
Revenue Act of 1938 and the Internal Rev- 
enue Code applied. The Tax Court held that 
the trust created was a valid trust under the 
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laws of California and further that sections 
22 (a), 166 and 167 were inapplicable. Kern, 
Turner, Murdock and Disney, JJ., dissented. 


The Regulations specifically provide as 
follows: 


“For example, if a trust provides that the 
income is to be accumulated during the 
grantor’s life and that the grantor may ap- 
point the accumulated income by will, the 
grantor is taxable on the trust income;...” 
(Section 29.22 (a)-21 (d)). 

In this case the income in question was 
to be accumulated during the grantor’s life 
and the grantor could appoint the accumu- 
lated income by will. Of course, this partic- 
ular income was not the entire income, but 
it was income, and under the terms of the 
instrument it was accumulated and subject 
to the grantor’s power of appointment. The 
Regulations were not discussed in the opin- 
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ion since a taxable year prior to their effec- 
tive date was involved. 

It is most difficult to arrive at any general 
conc'usions concerning trends in cases in- 
voly ing the Clifford doctrine as extended by 
the current Regulations. Without doubt, the 
courts will continue to consider “an analysis 
of the terms of the trust and all the circum- 
stances” without regard to the current Regu- 
lations in those cases involving taxable years 
prior to the effective date of the current 
Regulations. It is possible that these cases 
will develop the law to such a state that the 
current Regulations will stand or fall on the 
basis of prior decisions, As yet, we can only 
conclude that the current Regulations have 
not been sufficiently tested to determine 
whether they are acceptable standards for 
the taxation of income to the grantor. 


[The End] 


of Life Insurance in Estate Planning 


By WILLARD H. PEDRICK 


HE MORTICIAN—cr, as he prefers to 

be known, the funeral director—in mer- 
chandising his service has never found it 
necessary to rely on the deductibility, for 
federal estate purposes, of the decedent’s 
funeral expenses. Nor does it seem that the 
life insurance agent, only a little less directly 
concerned with our mortal exit, need rely 
on federal estate tax advantages in selling 
life insurance. 


In the Revenue Act of 1942 the special 
$40,000 federal estate tax exemption for life 
insurance departed from this world, never, it 
is believed, to return. At the same time 
Section 811(g) of the Code was revised to 
require inclusion in the decedent’s estate of 
life insurance payable to his estate and life 
insurance payable to other beneficiaries 
where the decedent (1) had paid the pre- 
miums and (2) possessed at the time of his 
death incidents of ownership in the policies. 

The premium-payment test, something of 
a shock after a period of vacillation under 
the pre-1942 law, was softened as to pre- 
miums paid prior to January 10, 1941, by 
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provision that such payments should not 
count if the decedent did not thereafter pos- 
sess an incident of ownership. For the as- 
signment of insurance there was provided 
an allocation formula varying from a direct 
allocation on a premium basis where the 
assignment is gratuitous to a formula allo- 
cation where the assignment is for value. 


These, then, are the basic rules of Section 
811(g) now in force: insurance which is 
payable to the decedent’s estate, insurance 
on which he paid the premiums and insur- 
ance on which he retained incidents of own- 
ership are all includible in his taxable estate. 
As compared with the tax-carefree pre-1941 
insurance days, when funded insurance 
trusts, relinquishment of incidents of owner- 
ship and a host of other devices were effec- 
tive to avoid estate taxation of insurance 
proceeds, the 1942 Revenue Act, as it af- 
fected insurance, must be classed as a genu- 
ine revenue measure. The pain attending 
this surgical operation was not borne in 
complete silence. Despite perennial efforts 
(by persons not too remote from the life 
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insurance industry) to eliminate the premi- 
um-payment test, however, Section 811(g) 
stands as it was written in 1942. 


In the interim, life insurance coverage has 
continued to increase. The current estimate 
is some $200 billion of life insurance in force. 
Insurance may be the “forbidden fruit,” as 
one commentator has said; but its obvious 
virtue as a method of providing liquid funds 
to meet estate settlement costs and funds for 
the insured’s family (with income tax ad- 
vantage for certain settlement options avail- 
able under the present rules) makes insurance 
a necessity in most estate plans. In many, 
if not most, estates, the impact of the fed- 
eral estate tax on the decedent’s life insur- 
ance is accepted today with resignation, if 
not enthusiasm. The availability of the 
marital deduction for insurance proceeds 
reduces the amount of blood required; but 
even so, some must be taken. 


Man ever rebels at his fate, however; and 
so the question that excites interest is whether 
‘it is possible to enjoy the virtues of life 
insurance in the estate plan without paying 
the estate tax cost. 


Section 811(g) has a broad sweep. It 
does not go the limit, however, for not all 
insurance on the decedent’s life is includible 
in his taxable estate. So we tease ourselves 
with such questions as what insurance is 
payable in fact to the decedent’s estate, or 
when does an insured pay his premiums 
indirectly, or when does he have an incident 
of ownership. 


For the solution of these questions in their 
various settings, it might be supposed that 
seven years of experience under the insur- 
ance provisions of the Revenue Act of 1942 
would have provided a helpful body of ju- 
dicial and administrative experience. The 
mills grind slowly. Men die reluctantly, 
and their estate tax controversies are re- 
solved even more reluctantly. The seven- 
year period has seen almost no reported 
judicial decisions interpreting the language 
of the 1942 Revenue Act. The pronounce- 
ments of the Bureau in the same period have 
been infrequent and, on occasion, none too 
revealing. 


Pre-1942 Cases 


Because the 1942 Revenue Act was a com- 
plete departure from the past, cases and 
administrative rulings struggling with the 
pre-1942 provision taxing “insurance 
taken out by the decedent” are something 
less than authoritative. Thus, those cases 
and rulings under the pre-1942 law which 
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were favorable to the taxpayer and were 
phrased in terms of the premium-payment 
and incident-of-ownership tests are now 
neither controlling nor especially persuasive. 
The words Congress used in the 1942 act 
are to mean what Congress intended them 
to mean, and not what the courts or the 
Bureau thought their similar words meant 
at an earlier time. A familiar example is 
the decision of the Second Circuit in Helver- 
ing v. Reybine, 36-1 ustc J 9220, 83 F. (2d) 
215 (1936), where the court, with Judge 
Manton writing, held that a funded insur- 
ance trust was not taxable to the decedent’s 
estate because the decedent had not paid 
premiums directly or indirectly. Since the 
Senate committee report on the 1942 act 
specifically refers to the funded insurance 
trust as an example of indirect premium pay- 
ment within the meaning of Section 811(g), 
it is agreed by all that the Reybine case suf- 
fers from an acute case of legislative ex- 
tinction. The legislative history of the estate 
tax insurance provisions of the 1942 act 
demonstrates that with respect to the indi- 
rect premium-payment test, this is remedial 
legislation “intended to prevent avoidance 
of the estate tax,” hence, decisions favorable 
to taxpayers under the old law are insub- 
stantial reeds on which to rest. 


On the other hand, cases that found “in- 
direct premium payment” under the old law 
may be regarded as reinforced by the advent 
of the 1942 act. Conversely, a decision 
under the old law finding an incident of 
ownership where there was also direct pre- 
mium payment need not persuade that a 
right to borrow on the policy for the amount 
of an overdue premium is to be classed as 
an incident of ownership sufficient under the 
present provisions of 811(g) to tax the in- 
surance notwithstanding that another has 
paid the premiums. 


The task of exercising judgment on the 
reach of Section 811(g) is not made easy 
by the comparative dearth of authoritative 
interpretations; but the necessity for making 
judgements, for formulating plans, cannot 
wait. By using the available materials—the 
language of Section 811(g); the committee 
reports and other legislative history; the 
implementing regulations and rulings; cases, 
for what they are worth; and the unofficial 
but helpful light shed by earlier commenta- 
tors—practical decisions are and must be 
reached. 


What Insurance Is Includible? 


As concerns insurance receivable by the 
executor, the 1942 Revenue Act dispensed 
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with the requirement that the decedent must 
have taken out the policies. By the terms 
of Section 811(g)(1), all insurance receiv- 
able by the executor, without more, is tax- 
able. The Regulations, with considerable 
support from the committee reports, reach 
insurance which other beneficiaries are legally 
obligated to apply to the payment of the 
decedent’s debts, taxes and the like. While 
one commentator has questioned the consti- 
tutionality of taxing to the decedent’s estate 
insurance neither paid for nor owned by him 
during his life, the same sort of thing is 
done with respect to powers of appointment. 
Counsel who pin their faith on the Constitu- 
tion in these areas are incorrigible optimists. 


The premium-payment test of insurance 
taxability is one to conjure with. On its 
negative side, the opportunity to escape 
estate taxation on insurance on the dece- 
dent’s life by having someone else pay the 
premiums and hold the incidents of owner- 
ship has been well publicized. A _ great 
number of variations—such as insurance on 
the son’s life paid for by the father for the 
benefit of grandchildren, premium payment 
by the wife on policies on the life of the 
husband with proceeds payable to a trust 
for the benefit of their children and grand- 
children, and other similar programs—with- 
out doubt offer opportunities for passing 
funds from one generation to the next with- 
out paying the estate tax toll (and with inci- 
dental income tax advantages available under 
the present rules). As long as Congress 
taxes only the insurance paid for or owned 
by the decedent, capitalizing on these limi- 
tations will enjoy deserved popularity. 
These plans will “work,” provided the dece- 
dent has neither indirectly paid the premi- 


ums on the policies nor held incidents of 
ownership therein. 


Indirect Premium Payment 


What constitutes indirect premium payment? 
Many have struggled with that question. Con; 
sider application of the indirect premium- 
payment test to the following situation: 


The husband makes an unrestricted gift 
of income-producing property to the wife. 
Some decent time thereafter, she applies for 
a policy on the husband’s life and pays the 
premiums with income from the donated 
property. 

A pre-1942 Revenue Act Board of Vax 
Appeals decision, Estate of Cain, CCH Dec. 
11,730, 43 BTA 1133, did not regard this as 
an indirect premium-payment case. The 
illustrations in the Senate Finance Commit- 
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tee report on the 1942 act and in the Regu- 
lations stress advancement of funds for the 
purpose of premium payment as exemplifying 
indirect premium payment. Implicit in this 
approach is recognition of the wife’s inde- 
pendence for estate tax purposes in the ab- 
sence of some agreement or understanding. 


In the income tax field the recent case of 
Commissioner v. Culbertson, 49-1 ustc § 9323, 
337 U. S. 733, suggests that had the wife 
chosen to invest the donated property (over 
which she had for a period exercised do- 
minion) in a family partnership, her inde- 
pendence and her status as a partner would 
probably be recognized. On the other hand, 
if her future contribution to such a partner- 
ship had been earmarked at the time of the 
gift, vitality of the family partnership tax- 
wise would surely be in danger. In this par- 
ticular context the question in the family 
partnership now is very close to the question 
of whether the husband has indirectly con- 
tributed all the partnership capital. Thus, 
the Culbertson case gives some support to 
the view that if the wife has in fact exercised 
dominion over the donated property and its 
income, as by using the income for other 
than family essentials, then her later devo- 
tion of a part of that income to premium 
payment is not to be attributed to the husband. 


The term “indirect payment” necessarily 
involves a determination that the payment is 
really and in substance the act of the dece- 
dent. In this respect there is a significant 
distinction between the treatment accorded 
joint-’enancy property and that accorded 
insur. ce. Had the wife invested her long- 
held donated property in joint-tenancy prop- 
erty, the property so held would be entirely 
taxable to the husband’s estate. The taxability 
ity of joint-tenancy property rests not on 
some concept of indirect purchase by the 
decedent, but rather on a strict source-of- 
funds test. On the other hand, the purchase 
of life insurance with funds from the same 
source would seem to involve no tax liability 
in the husband’s estate. Apparently this would 
be so even if by the terms of the policy the 
proceeds would have been payable to the 
decedent’s estate had he survived his wife. 
The possibility of reverter, if such it can be 
called, is not to be regarded as an incident 
of ownership under an express provision of 
Section 811 (g). 


Tf the wife has been using her income from 
donated property for family expenditures, 
and the husband, after her insurance’ pay- 
ments, replenishes her funds, obviously a 
different case—and one more closely resem- 
bling indirect premium payment—is presented. 
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Business-Associate Arrangements 


Another area in which the indirect pre- 
mium-payment test raises questions is that 
involving insurance on the lives of partners 
and shareholders in close corporations. Ina 
letter ruling dated June 18, 1947, the Deputy 
Commissioner expressed the view that the 
principle of the Lehman cross-trust case 
(Lehman v. Commissioner, 40-1 ustc J 9198, 
109 F, (2d) 99) was applicable to partnership 
insurance arrangements whereby each part- 
ner insured the life of the other partner, and 
that consequently each partner would be 
regarded as indirectly paying the premiums 
on the policy covering his life. This seems 
proper enough when the insurance is for the 
benefit of the partner’s family or other nat- 
ural objects of his bounty. When the insur- 
ance is incident to an agreement whereby 
the proceeds are used by the surviving part- 
ners in the purchase of the interest of the 
déceased partner, an additional and highly 
significant factor is added. 


In an effort to quiet the tumult, the Dep- 
uty Commissioner, in a letter ruling dated 
November 24, 1947, stated that in these pur- 
chase-sale agreements the Bureau would 
not tax both the life insurance and the part- 
nership interest, and thus indicated approval 
of the decision of the Board of Tax Appeals 
in Estate of John T. H. Mitchell, CCH Dec. 
9902, 37 BTA 1 (1938). There premiums on 
insurance on each of the two shareholders’ 
lives were paid by the other shareholder. 
The decedent had incidents of ownership in 
the policy on his life, however, and the pro- 
ceeds were payable to his estate, to be cred- 
ited to the purchase price of the stock to be 
purchased by the surviving shareholder. It 
was held that the decedent’s estate included 
the life insurance and the excess only of the 
price on the corporate stock over the amount 
of the insurance applicable to its purchase 
by the surviving shareholder. 


In these business-associate insurance ar- 
rangements it is evident that whether premi- 
ums are paid nominally by the insured, by 
the business associate or by the business en- 
tity, the formal arrangement is not deter- 
minative of who really is paying for the 
insurance. If the insurance is solely for the 
benefit of the surviving business associate, 
and the function of the plan is simply to pro- 
vide the associate with funds with which to 
finance the purchase of the decedent’s busi- 
ness interest, then it is not sensible to regard 


the decedent as the one who in fact paid 


premiums on this policy designed to enrich 
his business associate and not designed to 
enrich his family. In such a business back- 
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ground, identification of the true beneficiary 
of the policy serves at the same time to 
identify the person, who, because of the 
nature of the arrangement, must be the one 
who economically has borne the cost of car- 
rying the insurance. It is his investment that 
has provided him with increased wealth. 

The validity of this “who gets the benefit 
of the insurance” test of premium payment, 
with one or two conspicuous exceptions, has 
been recognized in a number of pre-1942 
Revenue Act cases involving insurance of 
employees for the benefit of their families, 
where, for both income and estate tax pur- 
poses, it has been held that the premiums are 
paid indirectly by the employee. 

Under this suggested approach, which is 
entirely consistent with the November 24, 
1947, ruling of the Deputy Commissioner, 
insurance carried as a part of the usual pur- 
chase-sale plan should not be taxed to the 
decedent’s estate on an indirect premium- 
payment theory. Absent some incident oi 
ownership in the decedent, not normally 
present in the buy-sell agreement, the insur- 
ance proceeds should be taxed to the dece- 
dent’s estate only to the extent that the 
agreement entitles the estate to such proceeds. 


Corporation-Shareholder 
Arrangements 


Even in the wholly owned corporation sit- 
uation, which both the committee reports 
and the Regulations pose as an example of 
indirect premium payment, there is basis for 
argument that the corporation’s payment of 
insurance premiums is not to be attributed | 
to the sole shareholder where the corpora- 
tion is the beneficiary. Where the corporation 
pays premiums on the life of its stockholder 
for the benefit of his family, the premiums 
paid must be attributed to the shareholder 
to prevent his transferring his corporate 
property free of estate tax via the insurance 
avenue. No such operation is possible when 
the corporation is the beneficiary of the pol- 
icy and the proceeds may be reflected in the 
value of the corporate stock. The term “in- 
direct premium payment” is to be given the - 
content necessary to prevent tax avoidance. 
There is no necessity for attributing pre- 
mium payment to the shareholder when his 
corporation is the beneficiary of the policy; 
consequently, no indirect premium payment 
need be found. The anomaly of taxing the 
insurance proceeds as well as the increased 
value of the corporate stock in such a situa- 
tion in itself suggests the impropriety of a 
heedless application of the indirect premium- 
payment test. 
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Employer-Employee Arrangements 


Reference has been made to insurance 
benefits provided by employers for employ- 
ees. Where the insurance is purchased with 
premiums paid by the employer, recognition 
of these payments as indirect payments by 
the employee is relatively simple (even with 
respect to group policies where the employee 
is still exempted from income tax on the 
premium payment). 


A recent decision in the Tax Court raises 
a question of some interest in this connec- 
tion. In Estate of Saxton, CCH Dec. 16,914, 
12 TC 569 (1949), acq. 1949-15-13128, two 
issues of some interest were decided. One 
was the taxability to the decedent’s estate 
of the proceeds of a group life insurance 
policy on which the employer had paid a 
portion of the premium, The Tax Court’s 
treatment of these employer payments as 
indirect premium payment by the employee, 
while a departure from some of the earlier 
Board cases, is certainly in line with expec- 
tations under the provisions of the 1942 act 
and other later decisions of the court. The 
second issue related to a so-called profit- 
sharing trust established in 1941 in recogni- 
tion of the employee’s past services. By the 
terms of the trust, the employee’s share of 
the trust was payable in ten years, or to his 
issue on his death if that occurred before 
the end of the ten-year period. The Com- 
missioner sought to include the decedent’s 
share of the trust in his taxable estate under 
Section 811 (c) as a transfer intended to 
take effect at death. The Tax Court, influ- 
enced largely by the fact that the profit shar- 
ing trust had been set up voluntarily by the 
employer in recognition of the employee’s 
past services, could not be persuaded that 
the decedent was the transferor of this trust. 


In connection with general skepticism as 
to the value of this pattern for future use, 
the question may be raised as to whether 
employee death-benefit arrangements may 
not be subject to Section 811 (g) as insur- 
ance arrangements even though no regular 
insurance contract as such exists. The Tax 
Court, in Estate of Strauss, CCH Dec. 17,118, 
13 TC —, No. 21 (1949), with two judges 
dissenting, has rejected this approach with 
respect to the so-called “gratuity payments” 
made by the New York Stock Exchange to 
the family of one of its deceased members. 
The court held that such payments were not 
includible in the decedent’s estate as “insur- 
ance.” This narrow view of “insurance” on 
the part of the court involves, it is believed, 
a misapplication of decisions under the pre- 
1942 law involving an exemption of $40,000 
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of “insurance.” Then a narrow reading of 
“insurance” restricted the exemption. A nar- 
row reading of the same term in Section 811 
(g) as amended limits the operation of a tax- 
ing provision. The committee reports on the 
1942 act furnish considerable support for 
the view that Section 811 (g) is to be given 
a broad application. 


The Bureau’s position on these employer 
death-benefit plans as constituting insurance 
is exemplified in the 1947 ruling (rejected 
by the Tax Court) to the effect that the New 
York Stock Exchange death-gratuity pay- 
ments constitute insurance under Section 811 
(g). Ultimately, a broad interpretation of 
the term “insurance,” along the lines taken 
by the dissenting judges in the Strauss case 
and by the Bureau in its 1947 ruling, may 
well prevail. The question here is whether 
death-benefit payments from an employer 
can escape the sweep of Section 811 (g) 
merely because the payment is “voluntary” 
or because it is made directly without inter- 
position of an insurance company. 


Incident-of-Ownership Test 


Whatever else is said, it cannot be doubted 
that the provision of Section 811 (g) relating 
to direct and indirect premium payment will 
provide us with litigation in time. The inci- 
dent-of-ownership test, it is hoped, may be 
less troublesome. The Regulations reflect- 
ing the committee reports on the 1942 act 
enumerate the more common types of inci- 
dents of ownership which will subject the 
policy to taxation in the decedent’s gross 
estate—without regard to who has paid the 
premiums. Since the illustrative powers are 
powers broad enough to give real dominion 
and control over the policies, and since the 
statute itself expressly excludes a so-called 
“reversionary interest” as an incident of 
ownership for this purpose, it seems reason- 
ably clear that an incident of ownership, to 
satisfy the statute, must be the practical 
equivalent of ownership of the policy. A 
power in the insured, who has not paid the 
premiums, merely to borrow on the policy 
for current premium payments would scarcely 
qualify as such an incident of ownership un- 
der the present law. 


Other Grounds for Tax 


Any review of taxability of insurance to 
the decedent’s gross estate would be incom- 
plete without reference to weapons other 
than Section 811 (g) which the Commis- 
sioner has used with considerable effect. 
Without regard to premium payment, either 
because such payments were made prior to 
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1941 or because they were made by some 
one other than the insured, if the insured, as 
the owner of the policy, has transferred it at 
any time in contemplation of death, or as a 
Hallock-type transfer (Helvering v. Hallock, 
40-1 ustc J 9208, 309 U. S. 106) to take effect 
in possession or enjoyment at or after death, 
then at least that portion of the insurance 
attributable to premiums paid before the 
transfer will be included in the decedent’s 
gross estate. One of the leading cases on 
the contemplation-of-death approach to tax- 
ation of transferred life insurance is Vander- 
lip v. Commissioner, 46-1 ustc § 10,267, 155 F. 
(2d) 152 (CCA-2, 1946). For a recent Tax 
Court decision applying the Hallock doctrine 
to transferred insurance, see Estate of Cutler, 
CCH Dee. 17,115, 13 TC 138 (1949), In con- 
nection with transferred insurance taxed or 
taxable under the Hallock doctrine, the im- 
pact of H. R. 5268 must be considered; and 
relief may be had if the reversionary inter- 
est was one by operation of law or one the 





value of which was less than five percent of 
the transferred property. 


One final note of forecast: In H. R. 5268 
the estate tax experiences a significant shift 
of basic theory. By the terms of Section 811 
(c) (3) as amended, transfers in trust after 
October 7, 1949, are to be taxed to the dece- 
dent’s estate when possession or enjoyment 
of the property can, through ownership of 
such interest, be obtained only by surviving 
the decedent—and this without regard to 
whether the decedent retained any interest 
in the transferred property. In the face of 
this provision, the argument that the pre- 
mium-payment test discriminates against life 
insurance as compared with irrevocable trusts 
(formerly free of estate tax where no inter- 
est was retained by the transferor) loses 
much of its force. Technical distinctions can 
be made, but one may hazard a guess that 
H. R. 5268 makes any scrapping of the pre- 
mium-payment test most unlikely. 


[The End] 


TREND OF CITY TAXES IN NEW MEXICO 


The 1949 aggregate tax rates for all purposes levied on real and personal prop- 
erty taxable within the principal cities of New Mexico are tabulated below. All 
taxes are due on November 1. The first half is delinquent December 1 and the 
second half on May 1. The percentages of full cash value at which property is 
actually assessed in practice, as estimated by the respective collectors, are shown 
opposite the various cities, wherever obtainable. The information is based on 
reports from the county treasurers, who act er officio as collectors. 


Valuation 
City Per Cent 





Rate per $1,000 
1949 1948 1947 1946 





Albuquerque 
Aztec a wietosarl 20 
Carlsbad 
Clovis 30 
East Las Vegas 45 
Farmington 20 
Gallup 60 
Hillsboro . 
Hot Springs 
Las Cruces ; 40 
Las Vegas hie. ee 60 
Raton 
Roswell 20 
Santa Fe - 60 
Silver City 

(State and County) uf 
Socorro . te acess wh 


$34.864 $37.921 $34.341 $34.82 
4 43.27 43.566 47.75 
37.755 34.569 30.207 25.86 
27.163 28.05 27.564 26.46 
31.38 28.923 28.69 
36.34 40.320 41.42 

32.944 34.31 36.45 33.82 
18.957 20.235 20.418 20.55 
29.487 31.456 27.511 24.97 
39.412 40.054 27.18 28.97 
32.959 31.58 

21.283 43.266 33.308 24.77 
31.284 37.274 28.317 28.62 
28.845 29.275 30.22 


18.428 19.30 19.43 
27.928 ye 32.154 34.72 
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INCOME TAX PROBLEMS 


of Individuals - = = = += = By HARRY D. ORR, JR. 
Attorney, Hopkins, Sutter, Halls, DeWolfe & Owen, Chicago 


“yNE of the more intriguing problems 
confronting widows and heirs of de- 
ceased employees is whether payments made 
to them by the former employer of the de- 
ceased employee constitute taxable income. 
While this discussion is concerned pri- 
marily with the tax status of such payments 
in the hands of the recipient, the deducti- 
bility of such payments by the former em- 
ployer. is of equal importance because of 
the practical effect of nondeductibilty on 


the question of whether or not the payments. 


will be made. We are concerned here prin- 
cipally with voluntary payments made by 
an employer after the death of an employee, 
and not with payments pursuant to a con- 
tractual obligation or a more or less formal- 
ized plan for the making of such payments. 


As early as 1914 the Treasury Depart- 
ment issued a ruling’ which provided: 
“Where the monthly salary of an officer or 
employee is paid for a limited period after 
his death to his widow in recognition of 
the services rendered by her husband, no 
services being rendered by the widow, it is 
held that such payment is a gratuity and 
exempt from taxation under the income tax 
law.” Unfortunately, however, the same 
ruling went on to provide that such pay- 
ments were not deductible as busines ex- 
penses by the payor; this latter provision 
was carried forward in Treasury Regula- 
tions 33,” issued under the Income Tax Acts 
of 1916 and 1917. 


However, in Regulations 45,* issued a lit- 
tle more than a year later under the Revenue 
Act of 1918, it was provided: “When the 


1T. D. 2090, December 14, 1914. 

2? Article 137. 

3 Article 108. 

* Regulations 62, Article 108; Regulations 65 
and 69, Article 109; Regulations 74 and 77, Ar- 
ticle 129; Regulations 86, 94 and 101, Article 
23(a)-9; Regulations 103, Section 19.23(a)-9. 

5 Article 32. 
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amount of the salary of an officer or em- 
ployee is paid for a limited period after 
his death to his widow or heirs in recogni- 
tion of the services rendered by the individual, 
such payments may. be deducted.” Pre- 
cisely the same statement has appeared in 
all of the Income Tax Regulations issued 
since that time, and now appears in Section 
29.23(a)-9 of Regulations 111, the current 
Income Tax Regulations.* It will be ob- 
served, of course, that the payment of a 
deceased employee’s salary started out as a 
question of taxability in the hands of the 
recipient, and ends as a question of deducti- 
bility for the payor. 

In a later edition of Regulations 45 
(1920),° it was provided: “However, so- 
called pensions awarded by one to whom 
no services have been rendered are mere 
gifts or gratuities and are not taxable.” 
This statement has likewise appeared in 
all of the Income Tax Regulations issued 
since that-time,® and now appears in the 
current Regulations. 


In a subsequent ruling issued in 1920," the 
Commissioner of Internal Revenue held that 
pensions granted to retired teachers or to 
widows of teachers by the Carnegie 
Foundation for the Advancement of Teach- 
ing did not constitute taxable income be- 
cause they were “awarded by one to whom 
no services have been rendered and who 
has received no direct benefit from the serv- 
ices rendered.” This ruling, clearly in ac- 
cord with the Regulations, was followed in 
1921 by a further ruling * that the payment 
by a corporation to the widow of a de- 





6 Regulations 62, 65 and 69, Article 32; Regu- 
lations 74 and 77, Article 52; Regulations 86, 94 
and 101, Article 22(a)-2; Regulations 103, Sec- 
tion 19.22(a)-2; Regulations 111, Section 29.22 
(a)-2. 

7™L. O. 1040, 3 CB 120. 

80. D. 1017, 5 CB 101. 





ceased officer of an amount equal to two 
months salary was without consideration 
and therefore a gratuity, and did not con- 
stitute taxable income. 


1. T. 3329 


In 1939 the Commissioner issued his 
famous I. T. 3329° wherein it was held that 
_ payments by a corporation to the widow of 
a deceased officer-stockholder in an amount 
equal to the deceased officer’s salary for the 
first year and approximately one fourth of 
that amount for the second year were de- 
ductible by the corporation as business ex- 
penses under Article 23(a)-9 of Regulations 
94 and 101. This ruling further held that 
the amounts paid to the widow were deemed 
to be a gift or gratuity, and therefore were 
not subject to federal income tax in her 
hands, since they constituted “an allowance 

. paid by an organization to which the 
recipient has rendered no service.” (It 
should be noted that the language of this 
last ruling varies slightly, but perhaps mate- 
rially, from the language of the Regulations 
previously referred to. This will be ex- 
plored more fully later.) 

Up to this point, we have discussed only 
the Regulations and certain rulings of the 
Treasury Department; on the basis of these, 
we would appear to have reached the happy 
conclusion that the payment of a deceased 
officer’s or employee’s salary to his widow 
for a limited period is both deductible by 
the payor and nontaxable to the widow. An 
examination of the cases and a closer scrutiny 
of the language of the Regulations and the 
rulings, however, may lead us to a some- 
what different conclusion. There appears 
to be no case or no combination of cases 
holding that such payments are both de- 
duetible by the payor and nontaxable to 
the recipient. Moreover, as will be ap- 
parent, the cases dealing with the deducti- 
bility question alone are conflicting, and are 
based on a variety of reasons, from which 
it is almost impossible to draw any worth- 
while conclusions. 


Board of Tax Appeals Cases 


In Mobile Bar Pilots Association,” the 


widow of a deceased member of the as- 
sociation received, for the year 1933, ap- 
proximately $2,100 in consideration of her 
husband’s good and faithful services rendered 
in the past. Neither the agreement under 
which the association operated nor its rules 


* 1939-2 CB 153. 
1% CCH Dec. 9513, 35 BTA 12 (1936). 
1 CCH Dec. 10,978, 41 BTA 198 (1940). 
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or bylaws provided tor any such payment. 
Without reference to the Regulations con- 
cerning the payment of a deceased em- 
ployee’s salary to his widow, the Board of 
Tax Appeals held that such payment was 
not deductible because of the absence of 
evidence that the payment was reasonable 
additional compensation for services previ- 
ously rendered and’that the payment was 
an ordinary and necessary expense. 


On the other hand, in Seavey & Flarsheim 
Brokerage Company," the payment of $12,000 
in 1934 to the widow of a deceased employee 
who had died in 1931 was held, the Board 
of Tax Appeals citing Regulations 86, Arti- 
cle 23(a)(9), deductible as an ordinary and 
necessary expense. In this case similar 
payments had been made to the widow dur- 
ing each year following her husband’s 
death; the payments were made pursuant to 
a contract between the deceased employee 
and the employer, part of the consideration 
for which was the employer’s desire to re- 
tain the deceased employee’s services after 
he had expressed dissatisfaction with his 
previous working arrangements. The Board 
also stated that the payments represented 
additional compensation ” for services ren- 
dered in prior years, and were therefore de- 
ductible:under the doctrine of Lucas v. Ox 
Fibre Brush Company.“ Obviously this case 
differs from the Mobile Bar Pilots Associa- 
tion case in view of the specific contractual 
provisions. 


Cushman Case 


Another example of a deductible payment 
appears in H. T. Cushman Manufacturing | 
Company.* There the three principal offi- 
cers and stockholders entered into a pen- 
sion agreement with the: corporation which 
provided that if any of them died within a 
period of twenty years from the date of the 
contract, the corporation would pay to the 
widow for her life, but for a period not to 
exceed twenty-five years from the date of 
the contract in any event, the annual sum 
of $5,000. In-each case the individual officer 
had been receiving a salary in excess of 
$5,000. The agreement further provided ° 
that the payment of $5,000 should be re- 
duced in each year by the amount of any 
dividends paid on the common or preferred 
stock of the corporation owned by the offi- 
cers at the time of the contract. In 1940 
the corporation paid eleven twelfths of the 


2 In a concurring opinion, Judge Harron held 
that the payments were deductible as a pension 
rather than as additional compensation. 

13 2 ustc {| 522, 281 U. S. 115. 

4 CCH Dec. 13,580(M), 2 TCM 978 (1943). 
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sum of $5,000 to the widow of one of the 
officers, who died in February of that year. 

The Tax Court held that notwithstanding 
the provision for the reduction of the pay- 
ment on account of dividend distributions, 
the amount paid was deductible under that 
part of Section 19.23(a)-9 of Regulations 
103 which relates to the payment of an 
officer’s salary to his widow for a limited 
period. The court apparently felt that there 
was a limited period as required by the 
Regulations, and also pointed out that there 
was no requirement that the widow had to 
continue to own the stock. However, the court’s 
feeling that a limited period was involved 
seems to have been based on the Commis- 
sioner’s concession that such was the case. 

The foregoing case distinguished Astorian- 
Budget Publishing Company,* where there 
was an agreement between the principal 
stockholders and ‘officers of the corporation 
to pay the salary of an officer to his widow 
or next of kin so long as the widow or next 
of kin continued to hold the stock of the 
corporation inherited from the deceased 
officer. In this case the petitioner relied in 
part on Article 23(a)(9) of Regulations 94 
and on I. T. 3329. In disallowing the de- 


duction, the Board pointed out that the 


period of time for the payment of the salary 
was not limited but was conditioned upon 
continued stock ownership, and thus made the 
payment more nearly a distribution of profits. 


Haden Case 


In W. D. Haden Company” the deceased 
employee had been receiving a salary of $200 
per month; thereafter, his widow received 
$50 per month both because of her poor 
financial circumstances and because of the 
loyal services rendered by the decedent. 
There was no contract covering such pay- 
ment, and the corporation had no fixed 
policy of making payments to widows. The 
Commissioner apparently did not challenge 
the payments for a period of four or five 
years; however, for the years in question, 
1940 and 1941, the court disallowed the 
deduction. While the Commissioner’s regu- 
lations relating to the allowance of a de- 
duction for salary payments to a widow 
appeared to be reasonable under the statute, 
the court stated, the corporation had failed 
to show that the payments were to be made 
for a limited period of time. The court also 
stated that the payments were not deduc- 
tible because on the evidence they did not 
appear to represent additional compensation, 
the decedent having received usual compen- 


% CCH Dec. 11,885, 44 BTA 969 (1941). 
18 CCH Dec. 15,103(M), 5 TCM 250 (1946). 
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sation for his work, and were not shown to 
be reasonable in amount when added to the 
salary previously paid; further, that the 
payments, in the absence of a plan or fixed 
policy of paying pensions to widows, were 
not ordinary and necessary business expenses. 

In the course of its opinion, the court 
made the following pertinent statements: 
“In the absence of a finding that the pay- 
ments made to the widow are in the nature 
of additional compensation, and in the ab- 
sence of a contract with the deceased em- 
ployee for such payments, they must be- 
considered as gifts which are not taxable to 
the recipient under Section 19.22(a)-2 of 
the pertinent regulations.” Further, said the 
Court: “Counsel have not cited, and our 
research has failed to disclose, any decision 
in which voluntary payments to the widow 
of a deceased employee have been held to 
be deductible under Section 23(a)(1).” 

To the same effect that an enforceable 
obligation may be a prerequisite to the de- 
duction by the payor is the case of Sutro v. 
U. S.2" There the employing company had 
established a noncontributory, voluntary 
benefit plan for dependents of deceased 
employees. The company reserved the 
right to change the plan from time to time 
but guaranteed payment to the dependents 
under the terms of the plan as it existed at 
the date of death. The District Court of 
California held that the plan created an en- 
forceable obligation for the benefit of the 
dependents, and that the payments there- 
under, not being gifts, were deductible by 
the employer. On the basis of the court’s 
language, the necessary corollary, of course, 
is that the payments were taxable in the 
hands of the recipients. 


McLaughlin Gormley King Case 


Perhaps the most recent expression of the 
Tax Court on this general subject appears 
in McLaughlin Gormley King Company,* 
decided in October of 1948. The presi- 
dent of the company died in July, 1939; 
thereafter his widow was voted a pension 
of $300 per month, to be reduced from time 
to time by the amount of any dividends 
paid on certain shares of stock of the cor- 
poration, the income from which was pay- 
able to the widow. The sum of $300 per 
month represented approximately one half 
of the decedent’s salary, and the action of 
the board of directors in approving this pay- 
ment was ratified by the stockholders. The 
payments began in 1939. In his deficiency 
notice the Commissioner stated that the 








17 42-2 ustc { 9523 (1942). 
1% CCH Dec. 16,622, 11 TC 569. 
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periodic payments to the widow had been 
allowed as deductions since the date of 
death, but that the limited period provided 
by the Regulation terminated not later than 
November 30, 1941. From this it will be 
seen that the Commissioner did not even 
challenge the payments made for a period 
of approximately twenty-eight months. 

The resolution adopted by the stockholders 
recited the financial need of the widow for 
help, and the court pointed out that the pay- 
ments appeared to be prompted more by 
the needs of the widow than by recognition 
of the services of the decedent. The court 
concluded that in the absence of a contract 
liability, an established pension policy or a 
showing that the payments represented past 
compensation and were reasonable in amount, 
such payments were not deductible. 

While in this case it-was incumbent on 
the petitioner to prove that the Commis- 
sioner’s determination that the limited 
period had expired was erroneous, it is very 
pertinent to note the court’s language in 
discussing this question: 

“The provision in the regulations provid- 
ing that the salary of a deceased officer 
may be paid to his widow for a ‘limited 
period’ first appeared in Regulations 45 under 
the Revenue Act of 1918, and this provision 
has continued more or less without change 
in subsequent regulations. ‘This provision 
was, no doubt, a recognition on the part of 
the Commissioner of the very general cus- 
tom of business to make such payments for 
a reasonable time when death occurred to a 
faithful officer or employee, but the funda- 
mental right to this deduction when de- 
manded by a taxpayer must be established 
within the language, of Section 23(a).” 

While the language used by the Tax 
Court in the McLaughlin case is not very 
comforting with respect to the effect and 
validity of the regulations covering the de- 
ductibility of salary payments to the widow 
of a deceased employee, it is at least en- 
couraging that the Commissioner himself 
did not challenge the deduction of such pay- 
ments for a period of twenty-eight months. 


Flarsheim Case 


The cases which next concern us are those 
dealing more directly with the tax status 
of such pavments in the hands of the recipi- 


19 46-1 ustc { 9305, 156 F. (2d) 105 (1946). 

20 41-2 ustc § 9539, 39 F. Supp. 537 (DC Mass., 
1941). 

21. No special mention has been made of such 
cases as Cunningham v. Commissioner, 3 ustc 
§ 1161, 67 F. (2d) 205 (CCA-3, 1933), Bogardus 
v. Commissioner, 37-2 ustc { 9534, 302 U. S. 34 
(1937); Bert P. Newton, CCH Dec. 16,612, 11 
TC 512 (1948), Charles W. Wright, CCH Dec. 
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ent. In Flarsheim v. U. S2° the question in- 
volved was the taxability to the widow of 
some of the same payments allowed as 
deductions in Seavey & Flarsheim Brokerage 
Company, supra. In this case the widow 
claimed, first that the $12,000 payments re- 
ceived by her in 1933 and 1934 were not 
income because the contract from which 
they stemmed was in effect a paid-up an- 
nuity and, second, that if the payments were 
income, they were not taxable to her. The 
Eighth Circuit Court of Appeals held that 
the contract vested in the widow a right 
to receive an indeterminate amount of in- 
come from a specified source, and thus could 
not qualify as an annuity. In holding the 
payments taxable to the widow, the court 
also held that they could not be taxed to 
her deceased husband since he did not own 
any interest in the business or its earnings 
after his death and his estate had no right 
to the earnings. 

At this point it-should be noted that if 
payments received by the widow are paid 
by reason of an enforceable right by con- 
tract or otherwise, such payments, it seems 
clear, constitute taxable income to her. No 
cases which would indicate a contrary result 
have been found. 


Brayton Case 


In Brayton v. Welch,” the decedent was 
an officer and director of three corporations, 
and at the time of his death was receiving 
salaries from each. Two of the corporations 
voted to continue his salary for a period 
of five and one-half months; the other, for 
a period of two and one-half months. The 
directors’ resolutions authorizing these pay- - 
ments did not state to whom the payments 
were to be made, but in fact the checks 
were all drawn payable to the decedent’s 
estate. The payments were deducted by 
the corporations in their income tax returns. 
The court pointed out that generally di- 
rectors of a corporation may not make gifts of 
corporate assets, that the stockholders had 
not ratified the payments and that the pay- 
ments had been made to the decedent’s 
estate rather than to members of his family, _ 
all of which facts indicated that the pay- 
ments were intended as additional compen- 
sation and thus represented taxable income 
to the recipient.” 

16,652(M), 7 TCM 738 (1948), T. H. Gillespie, 
CCH Dec. 16,668(M), 7 TCM 776 (1948), and 
Schall v. Commissioner, 49-1 ustc { 9298, 174 
F. (2d) 839 (CA-5, 1949), because they all in- 
volved nearly unique facts, wholly dissimilar 
to those involved where a widow receives pay- 


ments from the employer of her deceased 
husband. 











TAX ES— The Tax Magazine 











ss Nw om 


- 


h 


or oo OD OD 


Ot OD het 


iS 


1S 


" 


id 
i 


Ss 


y,. 


y- 
n- 
ne 


ie, 
nd 


in- 
lar 
Ly- 
ed 













































I Fase 


+ teat RAR 


ee 


As previously pointed out, there is a 
slight variance between the language of 
Section 29.22(a)-2 of Regulations 111, deal- 
ing with gratuities, and the language of 
I. T. 3329. The Regulations provide that 
“so-called pensions awarded by one to whom 
no services have been rendered . are not 
taxable,” whereas the I. T. states that “when 
an allowance is paid by an organization to 
which the recipient has rendered no service 
the amount is not subject to Federal 
income tax in the hands of the recipient.” 
(Italics supplied.) In the case of the regu- 
lation, the test seems to be whether services 
have been rendered to the payor by anyone, 
while the I. T. would indicate that so long 
as the recipient did not render the services, 
the payment is not taxable. 


Varnedoe Case 


It has been suggested that I. T. 3329 may 
be merely a loose interpretation of the regu- 
lation.” At any rate, this view is supported 
by the decision of the Fifth Circuit Court of 
Appeals in Varnedoe v. Allen™ That case 
involved the taxability of amounts paid to 
the widow of a deceased city fireman in 
Georgia pursuant to the Georgia statutes, 
which also required salary deductions. The 
court referred to Section 29.22(a)-2 of Reg- 
ulations 111 and, in holding that the pay- 
ments were taxable, said: 

“It is not necessary that the services 
should have been rendered by the payee. 
The payor is the one to whom the services 
must have been rendered. The payments 
that the taxpayer received were awarded 
to her in consideration of services rendered 
to the city by her husband in his lifetime.” 

A footnote to the opinion, citing cases 
involving enforceable obligations, indicates 
that the court felt that a contributory pen- 
sion plan such as was here involved created 
an enforceable obligation in the hands of 
the widow, and thus negatived any idea of 
a nontaxable gift. 


Recent Rulings 


Before concluding discussion of this sub- 
ject, motion should be made of three rather 
recent rulings of the Bureau of Internal 
Revenue which touch on this subject. 

In 1946 a special ruling * was issued re- 
lating to annual pensions paid to the widows 
of Governors or former Governors of In- 
diana pursuant to an Indiana statute; the 





pensions were payable for life or until re- 
marriage. Without discussion, the ruling 
held that such stipends came within the cate- 
gory of gifts, and were exempt from income 
tax under Section 22(b)(3) of the Internal 
Revenue Code. 

In I. T. 3840” it was held that payments 
to widows or heirs of a deceased employee 
under a noncontributory, voluntary death 
benefit plan established by the employer 
represent consideration for services rendered 
by the employee and constitute taxable in- 
come to the recipient. ‘Section 126(a) of 
the Code is here cited, apparently on the theory 
that the plan established enforceable rights. 

Finally I. T. 3972,% issued in October, 
1949, held that death benefits paid to a 
widow of an employee of the Government 
of the Territory of Hawaii, pursuant to the 
laws of Hawaii, represented consideration 
for services rendered by the employee and 
thus taxable income to the widow. 

This last ruling relies on the Varnedoe 
case, and both this ruling and I. T. 3840 
are consistent with that case and with the 
Sutro case. However, the special ruling 
relating to the pensions paid to widows of 
Governors and former Governors of Indiana 
seems irreconcilable both with the decided 
cases and with the later rulings. 


Notwithstanding some of the criteria ap- 
parently set up by the cases which have 
been discussed, and certainly as a practical 
matter, it would appear that under proper 
circumstances good use can still be made 
of the principles laid down in I. T. 3329. 
Obviously, in order that the payments may 
be tax free in the hands of the widow, there 
can be no contractual obligation and no 
pre-existing plan for the making of such pay- 
ments. If the payments are in fact volun- 
tary, and if they are not compensation for 
services rendered, they should be treated as 
tax-free gifts. Even in the W. D. Haden 
Company case the Tax Court recognized 
that such payments were probably nontax- 
able. With respect to the deductibility of 
such payments, the long-standing provision 
of the Regulations and their practical appli- 
cation by the Commissioner, as apparently 
evidenced by his action in the McLaughlin 
case, should go far to establish the deduc- 
tibility of such payments on a reasonable 
basis. On the other hand, it is not believed 
that the limited period requirement of the 
Regulations can reasonably be met by an 
arrangement such as that in effect in the 





2 See William P. Oberndorfer, ‘‘Payments to 
Widows of Deceased Ersployees,’’ TAxES—The 


Tax Magazine, August, 1947, p. 711, at p. 718. 
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23 46-2 ustc { 9395, 158 F. (2d) 467 (1946); 
cert. den. 330 U. S. 821. 

241946 CCH f 6241. 

25 1947-1 CB 7. 

26 CB-1949-21-13207. 
















































































































H. T. Cushman Manufacturing Company case, 
where the period of payment was not to 
exceed twenty-five years. If the words 
“limited period” mean anything, it would 
seem that twenty-five years could hardly be 
called a limited period. 


Alimony Payments 


Prior to the Revenue Act of 1942, it had 
long been held that alimony did not con- 
stitute income to the wife or a deductible 
payment by the husband. Such was the 
decision of the Supreme Court of the United 
States in Gould v. Gould” decided in 1917. 
The Revenue Act of 1942 added Sections 
22(k) and 23(u) to the Code and also made 
certain other changes necessitated by the 
addition of these sections. The Congres- 
sional committee reports™ indicate that at 
least one of the reasons for the change in 
the law was to give some relief to the hus- 
band in such cases, particularly in view of 
the substantially increased surtax rates which 
were enacted by the Revenue Act of 1942. 
Section 23(u) allows a deduction to the hus- 
band on account of alimony payments which 
are includible in the gross income of his 
wife under Section 22(k). Thus, Section 
22(k) becomes the important section for the 
purpose of determining both whether a par- 
ticular payment is income to the wife and 
whether it is deductible by the husband. 

By definition, the terms “husband” and 
“wife” are interchangeable, and also include the 
terms “former husband” and “former wife.” ” 

Section 22(k) contains a number of pre- 
cise requirements which must be met in 
order that an alimony payment will qualify 
as such. Perhaps the easiest way to con- 
sider the various problems arising under 
Section 22(k) is to divide the section into 
a number of subdivisions and to consider 
the various requirements separately. 

The necessary requirements might be 
catalogued as follows: (1) The parties must 
be divorced or legally separated under a 
decree of divorce or of separate main- 
tenance. (2) There must be _ periodic 
payments, but not necessarily at regular 


intervals. (3) The payments must be received 

71 ustc 713, 245 U. S. 151. To the same 
effect, see Princess Lida of Thurn and Tazis, 
CCH Dec. 9909, 37 BTA 41 (1938); I. T. 2628, 
XI-1 CB 34. 

28 Report of the Committee on Ways and 
Means, Report No. 2333, p. 71. 

2 Code Section 3797(2a) (17). 

% CCH Dec. 15,369, 7 TC 715 (1946). To the 
same effect, see Smith v. Commissioner, 48-1 
ustc {§ 9294, 168 F. (2d) 446 (CCA-2, 1948); 
Abraham L. Berman, CCH Dec. 16,191(M), 6 
TCM 1325 (1947); Robert Barry, CCH Dec. 
16,251(M), 7 TCM 50 (1948); Harold W. Hoyt, 
CCH Dec. 16,278(M), 7 TCM 104 (1948); Bernarr 
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subsequent to the decree. (4) The payments 
must be in discharge of a legal obligation 
arising out of the marital or family rela- 
tionship. (5) The payments must be pur- 
suant to the decree or a written instrument 
incident to such divorce or separation. 
(6) Payments for the support of minor 
children are not deductible. (7) Installment 
payments discharging an obligation to pay 
a principal sum are not deductible unless 
the principal sum may or is to be paid over 
a period of more than ten years from the 
date of the decree or instrument, and then 
not to exceed ten per cent per year. There 
is a further refinement in that payments 
received by the wife which are attributable 
to property transferred by the husband are 
includible in the gross income of the wife 
but are not includible in the gross income 
of the husband; in such cases, of course, the 
husband has no deductible payment. 


Legal Decree 


It was held early by the Tax Court in 
Charles L. Brown™ that a voluntary sepa- 
ration agreement between husband and wife 
which provided for monthly support pay- 
ments did not qualify because there were 
no legal separation and no payments inci- 
dent to a divorce or legal separation. Ac- 
cordingly, such payments did not constitute 
income to the wife and were not deductible 
by the husband. 

In Frank J. Kalchthaler®™ it appeared 
the husband and wife were separated but 
no decree of divorce or separate mainte- 
nance had been entered. There was no 
other agreement between the parties. In 
1943 the wife obtained a court order for - 
support, which in 1944 was enlarged to an 
order of support and separate maintenance, 
nunc pro tunc. For the year 1943 the Tax 
Court held that the amounts payable pur- 
suant to the order were not deductible by 
the husband since the court entering the 
order had jurisdiction only to enter an order 
of support and had no jurisdiction over the 
question of the legal separation of the parties. 

In a special ruling ™ in 1945 the Commis- 
sioner held that payment under a judgment 


MacFadden, CCH Dec. 16,302(M), 7 TCM 147 


(1948); Joseph C. Brightbill, CCH Dec. 
16,821(M), 8 TCM 112 (1949); Ann Y. Oliver, 
CCH Dec. 16,952(M), 8 TCM 403 (1949); and 
Charles G. Brown, CCH Dec. 17,153(M), 8 TCM 
T17 (1949). 

31CCH Dec. 15,336, 7 TC 625 (1946). To the 
Same effect, see Alfred Terrell, CCH Dec. 
16,570(M), 7 TCM 615 (1948); Angelo Frascone, 
CCH Dec. 16,937(M), 8 TCM 377 (1949); and 
Isidore Goodman, CCH Dec. 17,022(M), 8 TCM 
547 (1949) (support order issued in criminal 
case). 
821945 CCE { 6092. 
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annulling a marriage for a cause which made 
the marriage void from the beginning did 
not qualify as alimony payments because 
there was no divorce or legal separation. 


Periodic Payments 


The cases involving the next requirement, 
periodic payments, in some instances over- 
lap the cases involving installment payments 
of lump-sum obligations. 

For example, in J. B. Steinel;® the divorce 
decree provided for payments of $100 per 
month until $9,500 had been paid, unless the 
wife died or remarried, in which case the 
payments were to cease. The taxpayer con- 
tended that the obligation was conditional, 
dependent on the death or remarriage of the 
wife. The Tax Court held, however, that 
this was an obligation within the ordinary 
sense of the word, and that since the pay- 
ments were for a period of less than ten 
years, they were installment payments rather 
than periodic payments, and hence were not 
deductible. 


On the other hand, in Roland K. Young®™ 
the divorce decree adopted a property settle- 
ment which provided for payments for a 
period of fifty months. For each year the 
monthly payment depended on the husband’s 
income for the prior year. There was no 
fixed total sum required to be paid, but in 
no event was the annual payment to exceed 
the stated maximum. Here the Tax Court 
held that the payments qualified as periodic 
payments because no obligation to pay a 
fixed principal sum was specified in the decree. 


A variation of this problem was consid- 
ered in Pappenheimer v. Allen.® In that case 
the divorce decree provided that the wife 
should live in the husband’s home until she 
died or remarried, or until the children per- 
manently left home, married or reached 
twenty-three years of age. For the years 
1942 and 1943 the husband claimed a de- 
duction for the rental value of the home as 
periodic payments. The Fifth Circuit Court 
of Appeals held that this arrangement could 
not be considered the equivalent of periodic 
payments in any ordinary sense, but that in 
any event if it could be said that periodic 
payments were involved, they were attributable 
to property transferred and not includible 
in the husband’s income, and likewise not 

8 CCH Dec. 16,287, 10 TC 409 (1948). 

*CCH Dec. 16,363, 10 TC 724 (1948). <A 
similar result was reached in John H. Lee, 
CCH Dec. 16,386, 10 TC 834 (1948). 

35 47-2 ustc J 9384, 164 F. (2d) 428 (1947). 

3% CCH Dec. 15,375, 7 TC 723 (1946); aff'd 


per curiam 47-1 vustc { 9275, 161 F. (2d) 732 
(CCA-3, 1947). 
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deductible because they did not form part 
of his taxable income. 


Payments Subsequent to Decree 


Our next problem is in connection with 
the time of payment in relation to the time 
of entry of a decree of divorce or separate 
maintenance. In George I. Wick,® the hus- 
band and wife had voluntarily separated in 
1942. During 1942 and in the first part of 
1943 the husband paid support money pur- 
suant to an oral agreement. The court held 
that these payments were clearly not de- 
ductible since there was no legal separation 
or divorce. 

In the latter part of 1943 the husband 
paid support money pursuant to a court 
order as alimony pending the divorce pro- 
ceedings. The payments were in the nature 
of temporary alimony. The court said that 
no decree of separate maintenance had been 
entered, and that the payments were merely 
on a temporary basis to permit the wife to 
carry on the divorce proceedings. Since the 
payments were not received subsequent to 
a decree of divorce or of separate mainte- 
nance, they were not deductible. 

The same result was reached in a case 
where the decree was entered after the 
receipt of the payments in question, pur- 
portedly with retroactive effect,” and like- 
wise in a case involving the amendment of 
the divorce decree itself, nunc pro tunc, after 
receipt of the payments.® 

In a series of rulings, I. T. 3761, I. T. 3934 
and I. T. 3944,” the Commissioner has held 
that payments pursuant to a California inter- 
locutory decree were deductible as periodic 
payments, but that if the interlocutory decree 
provided for payments for a definite period 
(as is apparently the custom in California), 
such payments would be considered install- 
ment payments and not deductible. 


Discharge of Legal Obligation 


The problem of whether payments are 
made in discharge of a legal obligation aris- 
ing out of the marital or family relationship 
also presents some difficulties. In Frederick 
S. Dauwalter, ® the parties entered into a 
property settlement agreement while divorce 
proceedings were pending. This agreement 
was executed shortly before the entry of 
the divorce decree in September, 1935. The 

3% Robert L. Daine v. Commissioner, 48-1 ustc 
19295, 168 F. (2d) 449 (CCA-2, 1948). To the 
same effect, see Bertram Levy, CCH Dec. 
16,394(M), 7 TCM 272 (1948). 

388 Peter Van Vlaanderen, 49-1 ustc { 9305 
(CA-3, 1949). 

3% 1945 CB 76, CB-1949-1-13000 and CB-1949-7- 
13053, respectively. 

40 CCH Dec. 16,040, 9 TC 580 (1947). 
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agreement provided that it should not be 
incorporated in the decree but should be 
just as binding as if it were incorporated; 
in fact, the decree did not refer to the agree- 
ment or make any provision for alimony. 
In 1939 the husband agreed to increase the 
monthly payments, and in 1942 and 1943 
such additional payments were disallowed 
as deductions. The hubsand claimed that 
the additional payments were a result of the 
modification of the settlement agreement 
incident to the divorce. 

The Tax Court held that under Illinois 
law, if the decree is silent as to alimony and 
no appearance is made by the defendant 
husband, the court has no power to make 
any allowance whatsoever for alimony after 
the entry of the decree. Therefore, the 
court held, the additional payments were 
not made in discharge of a legal obligation 
arising out of the marital relationship, but 
were gratuitous on the part of the husband. 
The court pointed out a further difficulty in 
that the additional payments were arranged 
for by informal correspondence, which did 
not constitute a written instrument. 


A very unusual situation arose in Frank J. 
DuBane Divorce proceedings were com- 
menced by the wife in December, 1934; 
thereafter, the parties orally agreed that the 
husband should have two parcels of prop- 
erty located in Illinois and the wife one 
parcel located in Wisconsin plus $20 per 
week. Notwithstanding this oral agreement, 
a written agreement was executed in Janu- 
ary, 1935, providing that all three parcels 
were to be conveyed to the wife in lieu of 
alimony and support. This agreement was 
exhibited to the court at the divorce trial. 
The divorce decree recited that a property 
settlement had been made, and that ali- 
mony would be barred when the proper con- 
veyances had been executed and delivered. 
All three parcels were in fact conveyed to 
the wife. 

A few days after the entry of a divorce 
decree, a further agreement was executed 
whereby the wife agreed to convey the two 
Illinois parcels to the husband in considera- 
tion of the payment of $20 per week to her. 
Thereupon, the wife conveyed such parcels 
to their son, who, at a later date, reconveyed 
them to the husband. This latter step was 





41 CCH Dec. 16,411, 10 TC 992 (1948). See also 
Thomas E. Hogg, CCH Dec. 17,194, 13 TC —, 
No. 51 (1949). 

#CCH Dec. 15,367, 7 TC 700 (1946). Hus- 
band’s case on same facts but including pay- 
ments to another divorced wife, Frank M. 
Hesse, CCH Dec. 15,376(M), 5 TCM 781 (1946). 
See also Muriel Dodge Neeman, CCH Dec. 
17,199, 13 TC —, No. 55 (1949). 


apparently taken because of possible judg- 
ments existing against the husband. 

The Tax Court held that the last agree- 
ment was incident to the divorce because of 
the earlier agreement, but that it did not im- 
pose on the husband an obligation arising 
out of the marital relationship. In fact, 
the court said, the payments of $20 per week 
represented the purchase price for the prop- 
erty, and were therefore not deductible: “He 
[the husband] has only his own cupidity 
and the methods of his lawyer which he 
adopted to blame.” 


Payments Pursuant to Decree 


The next requirement is that the pay- 
ments be made pursuant to a decree or writ- 
ten instrument incident to the divorce or 
separation. Normally payments pursuant to 
a decree will not prove troublesome. The 
real question that arises is whether written 
instruments of various sorts are incident to 
the divorce or separation. In Tuckie G. 
Hesse” a settlement agreement delivered in 
escrow subject to the wife’s obtaining a 
divorce was held to be incident to the di- 
vorce. If from the circumstances surround- 
ing the execution of the written agreement 
it is clear that a divorce is contemplated, 
it will generally be held to be incident to the 
divorce; this is particularly true where for 
reasons of public policy the divorce pro- 
ceedings are not mentioned in the settlement 
agreement.® On the other hand, the modifi- 
cation of a settlement agreement fourteen 
years after the divorce decree was entered 
was held not to have been incident to the 


divorce.“ Obviously, a verbal agreement for . 


support will not qualify in view of the 
statutory language requiring a written 
instrument.* , 

In Cox v. Commissioner“ the husband re- 
married after a purported divorce. It was 
held that an agreement which was executed 
eight months after the divorce and which 
provided for payments to his former wife 
in consideration of her agreement not to 
attempt to set aside the divorce, was not 
incident to the divorce. The court said that 
the primary purpose was to preserve the 
husband’s divorced status because of his 
subsequent remarriage. 





43 Robert W. Johnson, CCH Dec. 16,348, 10 TC 
647 (1948) iacq.): George T. Brady, CCH Dec. 
16,468, 10 TC 1192 (1942) (acq.). 

4 Miriam C. Walsh, CCH Dec. 16,745, 11 TC 
1093 (1948) (acq.). See also Commissioner v. 
Murray, 49-1 ustc { 9285, 174 F. (2d) 816 (CA-2, 
1949). 

4 Ben Myerson, CCH Dec. 16,364, 10 TC 729 
(1948). 

4 49-2 ustc J 9369 (CA-3, 1949). 
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Payments for the support of minor chil- 
dren where the amounts are fixed by the 
decree or written instrument in terms of 
money or a portion of the payment are not 
deductible by the husband or taxable to the 
wife. On the other hand, when the prop- 
erty settlement agreement or decree pro- 
vides for a fixed payment for the support 
of the wife and minor children without 
specification of amounts, the total sum is 
taxable to the wife and deductible by the 
husband.” 


In this connection an interesting fact situ- 


ation arose in Robert W. Budd.* There the 
separation agreement, subsequently confirmed 
by the divorce decree, provided for a pay- 
ment of $500 per month for the support of 
the wife and minor son. Upon the wife’s 
remarriage while the son was still a minor, 
the monthly payment was to be reduced to 
$200, and upon the son’s becoming twenty- 
one years of age, the monthly payment was 
to be reduced to $300 if the wife had not 
remarried. From this and other provisions 
of the separation agreement the court found 
that the sum of $200 per month was fixed 
as the amount payable for the support of 
the minor son. Consequently, this amount 
was not deductible by the husband. ; 


As previously pointed out, installment 
payments in discharge of a lump-sum settle- 
ment are not deductible unless payable over 
a period of more than ten years. How tech- 
nically this provision may be applied is illus- 
trated by the case of Tillie Blum.” In that 
case under a settlement agreement dated 
February 27, 1935, the husband was to pay 
the wife $120,000 in installments with the 
last installment due on or before March 1, 
1945. The agreement was specifically con- 
ditioned on the granting of a divorce, and 
the divorce decree was entered of record 
on March 2, 1935. The court held that the 
legal obligation of the husband to pay was 
imposed not by the agreement but by the 
divorce decree; since the divorce decree was 
entered on March 2, 1935, and the last pay- 
ment under the settlement agreement was 
due on March 1, 1945, the period was less 
than ten years. Accordingly, the payments 


41 Dora C. Moitoret, CCH Dec. 15,352, 7 TC 
640 (1946); Elsa B. Chapin, CCH Dec. 19,947(M), 
‘6 TCM 882 (1947). 

48 CCH Dec. 15,295, 7 TC 413 (1946); aff’d per 
curiam 47-2 ustc § 9302 (CA-6, 1947). To the 
same effect, see Leon Mandel, CCH Dec. 
16,964(M), 8 TCM 445 (1949); Warren Leslie, 
Jr., CCH Dec. 16,383, 10 TC 807 (1948). 

# CCH Dec. 16,456, 10 TC 1131 (1948). For 
the husband’s case on the same facts, see 
Harry Blum, CCH Dec. 16,673(M), 7 TCM 798 
(1948). 

% Frank R. Casey, CCH Dec. 16,806, 12 TC 
224 (1949); Estate of Orsatti, CCH Dec. 16,793, 
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were treated as installment payments not 
taxable to the wife. 

The lump-sum problem is not avoided by 
providing for payments of specified dollar 
amounts payable for a specified number of 
months or weeks, if less than ten years.” 

A few problems remain. It has been held 
that the payment of premiums on insurance 
policies assigned to the wife in connection 
with the divorce qualifies as periodic pay- 
ments, and is therefore taxable to the wife and 
deductible by the husband.” It has like- 
wise been held that such insurance premiums 
are deductible even though the wife has only 
a contingent interest in the insurance poli- 
cies.” Such cases as there are on this ques- 
tion, however, do not appear to be entirely 
in accord.™ ; 

It has further been held that payments 
made by the estate of a deceased divorced 
husband are deductible by the estate.“ This 
holding, of course, involved an interpreta- 
tion of Sections 162(b) and 171(b) of the 
Code. 

The Regulations © seem clearly to provide 
that lump-sum payments of back alimony 
qualify as periodic payments and do not 
need to be taken into account in computing 
the ten per cent per annum limitation. On 
the other hand, the statute itself makes it 
clear that advance payments of installments 
are to be taken into account in computing 
the ten per cent limitation. 


As one might expect, substantially all of 
the divorce decrees, settlement or separation 
agreements and other arrangements involved 
in the cases discussed, as well as those in 
numerous other cases not specifically men- 
tioned, were effective prior to the enactment 
of the Revenue Act of 1942. Under such 
circumstances, it is not surprising that much 
litigation has ensued in an attempt to qualify 
pre-existing divorce or separation arrange- 
ments under the standards set forth in the 
Code as amended by the 1942 Revenue Act. 
However, the statute and Regulations, to- 
gether with the numerous decisions already 
handed down, should make this task im- 
measurably simpler for the future. 


[The End] 


12 TC 188 (1949). See also J. B. Steinel, supra, 
footnote 33; Frank J. Loverin, CCH Dec. 16,286, 
10 TC 406 (1948); Ned B. Fuller, CCH Dec. 
17,228(M), 8 TCM — (1949). 

51 Anita Q. Stewart, CCH Dec. 15,967, 9 TC 
195 (1947). 

82 state of Hart, CCH Dec. 16,484, 11 TC 16 
(acq.); Leon Mandel, supra, footnote 48. 

53 Meyer Blumenthal, CCH Dec. 17,092, 13 TC 
—, No. 6 (1949). 

54 Laughlin Estete v. Commissioner, 48-1 ustc 
{| 9263, 167 F. (2d) 328 (CCA-9, 1948). 

5% Regulations 111, Section 29.22(k)-1(c), Ex- 
ample (3). 
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New York (Gato Estate), CCH INHERI- 
ANCE ESTATE AND Girt TAX REports { 16,476, 


Date of death: “Missing in action.”—The 
decedent, a Navy flier, was reported missing 
in action in October, 1944, and was de- 
clared dead by the Navy department as of 
October, 1945. The decedent’s father died 
in April, 1945. In determining whether the 
decedent died before or after his father, 
for inheritance tax purposes, the October, 
1945, date was held to be for Navy ad- 
ministration purposes, and not binding for 
any other purpose. The court, therefore, 
on the facts, held that the decedent’s death 
occurred in October, 1944, before that of 
his father, so that the father’s estate passed 
directly to the decedent’s widow at col- 
lateral rates —Ore. Pearson v. Coulter, CCH 
INHERITANCE EsTATE AND Girt TAx RE- 
ports { 16,477. 


Apportionment of taxes: Jurisdiction.— 
While the Orphans’ Court has jurisdiction, 
under the Pennsylvania apportionment act, 
to prorate federal estate taxes, in a case 
where that court does not have any estate 
under its jurisdiction, the Common Pleas 
Court possesses equitable powers, under the 
principles governing contribution, to deter- 
mine the burden of estate taxes, in an action 
brought by ancillary estate representa- 
tives for contribution out of an imter-vivos 
trust fund.—Pa. Estate of E. C. Knight, Jr., 
CCH INHERITANCE ESTATE AND Girt TAX 
Reports { 16,479. 


Charitable trusts —Gains made from the 
sale of securities owned by a charitable trust 
are not taxable as income when the gains 
are retained solely for use by the charitable 
institution—Wis. Marshall and Ilsley Bank 
v. Wisconsin Department of Taxation, CCH 
WISCONSIN TAx Reports { 14-692. 


Property stored in original package.— 
Personal property assessments for the year 
1949 are not affected by Chapter 567, Laws 
1949, which exempts merchandise stored in 
the original package in a commercial ware- 
house. Under Chapter 63, Laws 1949, such 
property was exempted only if it was stored 
for transshipment—Wis. Northern Supply 
Company, CCH Wisconsin TAX REPORTS 
4, 24-023. 


Income: Net worth audit—Where a tax- 
payer cannot support his claims of greater 
net worth when an additional assessment is 
levied against him, he is held liable for the 
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INTERPRETATIONS—Continued from page 1040 


additional tax.—Wis. Leo Teshner v. Wis- 
consin Department of Taxation, CCH Wis- 
CONSIN TAX Reports J 14-690. ‘ 


TAX COURT 


Gross income: Payments to widow of 
former president.—For the period from 
January, 1942 through March, 1944, the tax- 
payer received monthly amounts equal to 
the compensation formerly paid her deceased 
husband, who had been president of the payor 
corporation and from whom she had in- 
herited a two-thirds stock interest. The 
payments were made in accordance with and 
in reliance upon I. T. 3329, 1939-2 CB 153, 
without any legal or other pre-existing obli- 
gation on the part of the corporation. 
(The amounts so paid for the final five 
months of the fiscal year ending March 31, 
1944, were disallowed and a corresponding 
deficiency paid by the corporation (this item 
was not in issue).) It was held that, as 
to amounts received in the first three months 
of the calendar year 1944 (the only amounts 
in issue), the taxpayer had properly omitted 
the payments from gross income, since they 
were intended as and constituted gifts from 
the corporation, made in reliance upon I. T. 
3329, and without any prior obligation upon 
the part of the corporation. An alternative 
contention of the Commissioner, to the effect 
that these payments, together with bonuses 
paid another stockholder-employee, consti- 
tuted a distribution of profits, was rejected 
upon the grounds that the bonuses had been 
paid over a long period (hence could not 
be considered as a distribution of profits) 
and that it was unlikely a stockholder would 
consent to a distribution of profits without 
demanding his share.—Louise K. Aprill v. 
Commissioner, CCH Dec. 17,275. Dkt. 20091, 
November 8, 1949, 13 TC —, No. 92, opinion 
by Judge Opper. 


Tax Court: Rules of Practice: Recompu- 
tation under Rule 50: Motion to increase 
deficiency.—The taxpayer opposed the Com- 
Missioner’s motion to file a proposed 
amended answer to make the pleadings con- 
form to the proof, and to grant the in- 
creased deficiency claimed in his proposed 
recomputation under Rule 50, filed concur- 
rently therewith, in accordance with the 
decision reported at 495 CCH § 7299. The 
taxpayer opposed the motion on the ground 
that it was not timely, since it raised a new 
issue subsequent to the opinion of the court 
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already promulgated. Catherine G. Armston 
v. Commissioner, CCH Dec, 16,899, 12 TC 
539. In his proposed recomputation the 
Commissioner increased the taxpayer’s gross 
income for the taxable year 1943 by the 
amount of the allowance for depreciation 
which he allowed to W. H. Armston Com- 
pany, Inc., in the companion case. The tax- 
payer contended that the pleadings put in 
issue only the net rental payments she re- 
ceived from the Armston Company and not 
the gross rental payments used in the recom- 
putation. Upon examination of the petition, 
findings of fact, and opinion, the Tax Court 
regarded this view as too narrow, and 
granted the motion to amend as timely and 
proper. Accordingly, it approved the Com- 
missioner’s recomputation of the deficiency 
in income tax for 1943 in the amount of 
$15,041.02—Catherine G. Armston v. Com- 
missioner, CCH Dec. 17,272. 


Recognition of gain or loss: Trust prop- 
erty mortgaged to secure beneficiaries’ 
guaranty: Guarantors’ recovery of debt after 
conveyance of mortgaged property to cred- 
itor.—In 1932, in order to meet their liability 
as guarantors of certain obligations, the tax- 
payers withdrew specific property from .a 
trust of which they were beneficiaries with 
a right to direct the use of the trust assets. 
They mortgaged the property to their co- 
guarantors, who had paid the guaranteed 
debts, and then returned the property to 
the trust subject to the mortgage. The 
mortgagee agreed that if it recovered any 
part of the guaranteed debt from the prin- 
cipal debtor after foreclosure, a proportion- 
ate part should be paid over to the taxpayers. 
In 1938, in order to avoid foreclosure, the 
taxpayers directed the trust to convey 
the property to the mortgagee in discharge 
of the guaranty, and in the same year the 
trust was closed and its assets were distrib- 
uted. In 1943, pursuant to the terms of the 
mortgage agreement, the taxpayers received 
from the mortgagee a share of the amount 
recovered on the debt which they had guar- 
anteed. Overruling the Commissioner’s 
contention that the amounts received by the 
taxpayers in 1943 were taxable income, the 
Tax Court held that the value in 1938 of the 
property conveyed in discharge of the tax- 
payers’ obligation was the basis for deter- 
mining gain or loss. This value being in 
excess of the amount recovered in 1943, the 
recovery was a return of capital. The Com- 
missioner had held that the right of recovery 
under the mortgage agreement was prop- 
erty of the trust, which right had passed 
to the taxpayers at the time of liquidation 
of the trust in 1938, when the right was 
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worthless, so that the entire amount recov- 
ered in 1943 by virtue of the right was tax- 
able. The Tax Court held, to the contrary, 
that the right to share in the recovery never 
became property of the trust—Thomas J. 
Brant v. Commissioner. Robert A. Brant v. 
Commissioner. David O. Brant v. Commis- 
sioner. Elizabeth Brant King v. Commissioner, 
CCH Dec. 17,276. 


Basis for gain or loss: Estoppel.—Under 
the facts stated above, the manner in which 
taxpayers treated the transaction in their 
1938 returns was not conclusive upon them. 


—Ibid. 


Deductions: Losses: Moral obligations: 
War bond chairman.—In the taxable year 
1944, the taxpayer was chairman of a com- 
mittee to promote the sale of war bonds. 
There was a shortage of cash accounted for 
by the employees of the committee in com- 
parison with the amount of the bonds sold. 
The taxpayer, together with the secretary 
of the committee, made up the shortage 
from their own funds. On his tax return 
for 1944, the taxpayer claimed a deduction 
of $1,732.09 as a loss from “fire, storm, ship- 
wreck or other casualty, or theft.” This 
loss was disallowed by the Commissioner, 
and on the brief the taxpayer argued that 
his failure to make up the shortage would 
have injuriously affected his business of 
operating a cocktail lounge and selling rea’ 
estate. The Tax Court held that the cam- 
paign to sell war bonds had no relationship 
to either of taxpayer’s businesses, and the 
voluntary payment to make up the shortage 
was not deductible-—Peter Frees, Jr.. CCH 
Dec. 4125 (acq.), distinguished, 12 BTA 737. 
—N. A. Nicholson v. Commissioner, CCH 
Dec. 17,267. 


Gross income: Definition: Stock to em- 
ployee as compensation or dividend: Pur- 
chase at bargain price nontaxable.—The 
taxpayer was for many years executive vice 
president of a corporation in which he was 
a minority stockholder. By corporate ac- 
tion and the written waiver of practically 
all the stockholders of their preemptive 
rights, the taxpayer was voted the right to 
subscribe to additional shares of stock, it 
being considered that it would be to the 
best interests of the company that he be 
satisfied and that his interest in the company 
be represented by a larger participation. 
Although the additional stock so subscribed 
for by the taxpayer had a value substan- 
tially in excess of the agreed price paid for 
it, it was found that the continued employ- 
ment of the taxpayer was not dependent 
upon the receipt by him of the right to pur- 
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chase the stock at less than the market 
price. The terms and conditions of his em- 
ployment were in no way changed. Not- 
withstanding that there were certain aspects 
of the technical details by which the trans- 
action was accomplished which gave it the 
guise of a stock dividend, the evidence was 
sufficient to refute any effort to bring about 
a dividend by the transfer of a part of the 
company’s accumulated earnings. Accord- 
ingly, it was held that the taxpayer’s rights 
to subscribe at a bargain price did not re- 
sult in income on his exercise thereof. 
Delbert B. Geeseman, CCH Dec. 10,112, fol- 
lowed, 38 BTA 258.—Norman G. Nicolson v. 
Commissioner, CCH Dec. 17,268. 


Gross income: Definition: Illegal gains: 
Corporate liability for individual.—The sales 
agent and assistant of Berger, president of 
the taxpayer corporation and a fifty per cent 
stockholder with the approval of Berger, 
entered into agreements with seven con- 
cerns providing that he would secure large 
quantities of rayon goods manufactured by 
the corporation, obtain preferential and ex- 
-peditious deliveries thereof and render other 
special services in consideration of a com- 
mission of a few cents a yard over the 
O. P. A. ceiling price charged to all regular 
customers. Berger was to receive ninety per 
cent of these profits and the sales agent was 
to keep ten per cent. Taxpayer Sherin, also 
a fifty per cent stockholder and secretary- 








treasurer, knew nothing of this agreement 
until O. P. A. inspectors examined the cor- 
poration’s books. The books showed no en- 
try in any way relating to the sales agent’s 
arrangement with the seven firms. The 
Commissioner argued that Berger’s activi- 
ties were in his capacity as president of the 
corporation and that, therefore, the corpo- 
ration was responsible for such actions on 
his part for the tax consequences thereof. 
The Commissioner assessed deficiencies and 
fraud penalties for the taxable years 1941 
and 1942. The Tax Court disapproved this 
action and held that, on the facts, the corpo- 
ration never had command over the illegal 
commissions, had not authorized the ar- 
rangements, and that its entity could not 
be disregarded.—Harry Sherin v. Commis- 
sioner. Joseph Berger v. Commissioner. 


Berger and Sherin, Inc. v. Commissioner, 
CCH Dec. 17,137. 


Additions to tax: Penalty for fraud: Pay- 
ment of tax prior to assessment of additions. 
—lIn his return for 1941, taxpayer Berger 
omitted $26,905.50 received by him from the 
sales agent. He filed an amended return 
three days after the termination of proceed- 
ings by the O. P. A. against him resulting 
in his payment of a $35,000 fine, and reported 
the $26,905.50 as income from sundry fees. 
The Tax Court held that payment of the tax 
due did not cure the fraudulent return.—Ibid. 








STATEMENT OF THE OW NERSHIP, MANAGE. 
MENT, AND CIRCULATION REQUIRED BY 
THE ACT OF CONGRESS OF AUGUST 24, 
1912, AS AMENDED BY_THE ACTS OF 
MARCH 3, 1933, AND JULY 2, 1946 (39 
U. S. C. 233) 


Of TAXES—The Tax Magazine, published monthly 
at Chicago, Lllinois, for October 1, 1949. 


1. The names and addresses of the publisher, 
editor, managing editor, and business managers are: 


Publisher: COMMERCE CLEARING HOUSE, 
Inc., Chicago 1, Illinois. 


Editor: Henry L. Stewart, Chicago 1, Illinois. 


Managing Editor: Paul Schweikert, Chicago 1, 
Illinois. 

Business Manager: 
1, Illinois. 


2. The owner is: (If owned by a corporation, 


its name and address must be stated and also im- 
mediately thereunder the names and addresses of 
stockholders owning or holding one percent or more 
of total amount of stock. If not owned by 4 cor- 
poration, the names and addresses of the individual 
owners must be given. If owned by a firm, com- 
pany, or other unincorporated concern, its name and 
address, as well as those of each individual member, 
must be given.) Commerce Clearing House, Inc.. 
214 N. Michigan Avenue, Chicago 1, Ill.; The Cor- 
poration Trust Co. (N. J.), 15 Exchange Place, 
Jersey City, ! J.; The Corporation Trust Co. 
(N. Y.), 120 Broadway, New York, N. Y.; Justus 
L. Schlichting, Chicago, Illinois; Mrs. Daryl Par- 
shall, Millbrook, N. Y.; Oakleigh Thorne, Mill- 
brook, N. Y. 

3. The known bendihibdicen mortgagees, and other 
security holders owning or holding 1 percent or 


George J. Zahringer, Chicago 


more of total amount of bonds, mortgages, or other 
securities are: (If there are none, so state.) None. 


4. The two paragraphs next above, giving the 
names of the owners, stockholders, and security 
holders, if any, contain not only the list of stock- 
holders and security holders as they appear upon 
the books of the company but also, in cases where 
the stockholder or security holder appears upon the 
books of the company as trustee or in any other 
fiduciary relation, the name Of the person or. cor- 
poration for whom such trustee is acting, is given; 
also that the said two paragraphs contain state- 
ments embracing affiant’s full knowledge and belief 
as to the circumstances and conditions under which 
stockholders and security holders who do not appear 
upon the books of the company as trustees, hold 
stock and securities in a capacity other than that 
of a bona fide owner; and this affiant has no reason 
to believe that any other person, association, or 
corporation has any interest direct or indirect in 
the said stock, bonds, or other securities than as so 
stated by him. 


5. The average number of copies of each issue 
of this publication sold or distributed, through the 
mails or otherwise, to paid subscribers during the 
twelve months preceding the date shown above was 

(This information is required from 
daily, weekly, semiweekly, and triweekly newspapers 
only.). 

Henry L. Stewart, 

Editor. 


Sworn to and subscribed before me this 30th day 
of September, 1949. 
[Seal] 


Lester Johnson 
(My commission expires Nov. 6, 1949.) 
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INDEX 


Each article appearing in TA X E § during 1949 is indexed below according 


to title and author (or authors). 


In addition, most of the articles have been 


listed under an appropriate general subject heading. 


A 
Accounting 
Adjusted Gross Income—Its Increasing 
Importance. Apr., p. 351. 
LFF ©... May. p. 400. 


Limitations on the Commissioner’s 
Power to Determine Income by Arbi- 
trary Methods. Jan., p. 22. 
Tax Accounting Compared with Recog- 
nized Accounting Principles. Feb., 
p. 145. 
Accrued Interest . . . Mar., p. 195. 
Actors ... Jan., p. 19; Feb., p. 101. 
Adams v. Commissioner . . . Sept., p. 843: 


“Adjusted Gross Income’—Its Increasing 
Importance, by R. T. Boehm. Apr., p. 351. 
Alexander, Donald C.—Where Is a Sale 


Made? Feb., p. 133. 

Alexander, Henry M.— Effect of Rate 
Changes on State Cigarette Tax Reve- 
nues. Nov., p. 987. 


Alimony as an Income Tax Deduction, by 
Samuel S. Starr. Nov., p. 975. 
Allocation of Purchase Price to Assets... 
July, p. 627. 
Altman, George T.—Tax Effects of the Sale 
of a Radio Show. Jan., p. 19. 
Amendments to the Estate and Gift Tax 
Regulations Reflecting 1948 Revenue Act 
Changes, by George E. Ray and Oliver 
W. Hammonds. May, p. 427. 
American Dental Company: Helvering v. 
. Jan, p. 3. 
American Tax Problems in 1949, by Louis 
Shere. Apr., p. 369. 
Ancier, William A. and Kamens, Harold 
Immunity from Subpoena of Taxpayers’ 
Records. July, p. 639. 
Tax Consequences of a Covenant Not 
to Compete. Oct., p. 891. 
Appropriation of Residential Property to a 
Business Use, The, by John C. Burton. 
Aug., p. 737. 
Artist and His Tax Burden, The, by Walter 
H. Schulman, Feb., p. 101. 


Annual Index 





Assignment of Life Policies and the Marital 
Deduction, by Robert J. Lawthers. Aug., 
Dp. 715: 

Ayers, Edward H.—Bad Debts and Recov- 
eries—Federal and New York Law. Sept., 
p. 811. 


B 


Baar, Arnold R.—Corporate Reorganizations. 
Aug., p. 697. 

Background of the Income Tax, The, by 
Marion K. McKay. June, p. 565. 

Bad Debts 

Bad Debts and Recoveries—Federal 
and New York Law. Sept., p. 811. 
Forgiveness of a Debt Owed to a Share- 

holder-Creditor. Oct., p. 897. 
Forgiveness of Indebtedness—Income 
or Gift or Reduction of Basis. Jan., 
p. 31. 
Use of Bad Debt Reserves by Install- 
ment Dealers. Nov., p. 969. 

Bad Debts and Recoveries—Federal and 
New York Law, by Edward H. Ayers. 
Sept., p. 811. 

Bankruptcy ... Apr., p. 325. 

Barrett, Richard F.—Split-up and Spin-off 
Reorganizations. Feb., p. 113. 
Basis Problems, by John Bruton. 

p:. 875. 

Bazley v. Commissioner .. . Sept., p. 843. 

Berman, Arthur—The Effect of the Federal 
Estate Tax on the Marital Deduction. 
June, p. 529. 

Bernstein, Albert B.—Tax Problems in the 
Formation and Operation of a Corpora- 
tion. June, p. 558. 

Blodgett, George R.—Securing the Best Tax 
Position in the Purchase and Sale ot 
Property. June, p. 592. 

Boehm, R. T.—‘‘Adjusted Gross Income’— 
Its Increasing Importance. Apr., p. 351. 

Boydstun, Frank W.—Does the Taxpayer 
Take a Chance? Aug., p. 749. 

Britain’s Budget, by R. H. Fry. Aug., p. 747. 


Oct, 
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srodsky, Samuel and King, John A.—Tax 
Savings Through Distributions in Liqui- 
dation of Corporate Contracts. Sept., p. 
806. 
Bruell, Frederick M.—The Tax Question. 
July, p. 644. 
Brushaber v. Union Pacific Railroad Com- 
pany ... Mar., p. 267. 
Bruton, John C., 
Appropriation of Residential Property 
to a Business Use, The. Aug., p. 737. 
Zasis Problems. Oct., p. 875. 
Burden of Proof ... Jan., p. 22. 


Business Use of Residential Property .. . 
Aug., p. 737. 


Cc 


Can Cash Have a Basis of Less than Cash? 
by Paul Gitlin. June, p: 517. 

Capital Gains and Losses 

Basis Problems. Oct., p. 875. 

Mortgagor with a Negative Basis, The. 
Oct., p. 887. 

Sale of Breeding Stock. Sept., p. 829. 

Tax Effect of the Sale of a Radio Show. 
Jan., p. 19. 

Taxation of Copyrights. June, p. 503. 

Carry-Backs and Carry-Overs in Business 
Planning, by Benjamin B. Levin. Nov., 
p. 991. 

Carson, William K.—Problems in Buying 
and Selling Patents and Trade-Marks. 
Dec., p. 1087. 

Cary, William L—The Sale and Lease-Back 
of Corporate Property—A Tax Problem. 
Mar., p. 225. 

Caveat Reiterated: Planning Partnership 
Liquidations to Avoid Risk of Taxable 
Gain, by M. R. Schlesinger. Aug., p. 731. 

Changes in the Marital Deduction Regula- 
tions for Estate Tax, by John E. Williams. 
Sept., p. 788. 

Charitable Remainders. . 

Charity 

A Primer on Charitable Foundations 
and the Estate Tax. Feb., p. 116. 

Charts for Computing Estate Tax with ‘De- 
ductible Charitable Remainders, by R. L. 
Rockefeller. Mar., p. 211. 

Church and Spiegel Add New Confusion to 
Section 811(c) by Charles H. Sachs. Aug., 
p. 710. 

Church-Spiegel Decisions — A New Bomb- 
shell to Existing Trusts, by Samuel J. 
Foosaner. May, p. 444. 

Cigarette Taxes . . . Nov., p. 987. 


City Finance Emergency, The, by James 
W. Martin. May, p. 471. 


Commissioner v. Tower. . 
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» Mar., p. 211. 


. Feb., p. 155. 









Copyrights ... June, p. 503. 
Corporate Reorganizations, by Arnold R. 
Baar. Aug., p. 697. 


Corporations 

Investor-Creditor Relationship in Closely 
Held Corporations, The. Sept., p. 821. 

Purchase and Sale of a Corporate Busi- 
ness. July, p. 627, Oct., p. 901. 

Recapitalization Review. Sept., p. 799. 

Reorganizations.......Aug., p. 697. 

Tax Savings Through, Distributions in 
Liquidation of Corporate Contracts. 
Sept., p. 806. 

Treasury Stock... Aug., p. 719. 


Court of Claims ... Mar., p. 210. 


Court Holding Company, Commissioner v. 
- « « jane, p. 538. 

Culbertson Case, The, by Reuel L. Olson 
and Charles R. Martin. Sept., p. 777. 


Culbertson, Commissioner v. 
Vi. 

Current Issues Concerning the Marital De- 
duction, by D. H. McLucas. Dec., p. 1114. 


ws SOD. ee 


D 


Danzig, Aaron L.—Losses in One Business, 
Profits in Another. Jan., p. 53. 

Deductibility of Accrued Interest When 
Payment Is Uncertain, by Samuel S. 
starr. .Mar., p: 195. 


Deductions 
A Primer on Charitable Foundations 
and the Estate Tax. Feb., p. 117. 
Interest on Potential Deficiencies. Jan., 


p. 33. 
Losses in One Business, Profits in 
Another. Jan., p. 53. 


Foreign Tax Credit Needs Legislative 
Attention. Apr., p. 320. 

The “Sixty-Five’-Dollar Question. Mar., 
p. 223. 


Deficiencies . . . May, p. 464. 7 

Deficiencies Under Section 275(c), by Richard 
P. Hadley. May, p. 464. 

DeFosset, Gorden F.—Interest on Potential 
Deficiencies. Jan., p. 33. 


Depreciation .. . Aug., p. 741; Oct., p. 911. 

Depreciation Allowances on Contributed 
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Federal Tax Calendar 





January 1 





Employee status determination date for 
withholding. Changes in number of ex- 
emptions reflected in withholding ex- 
emption certificates filed by employees 
on or after June 2, 1949, must be given 
effect with respect to wages paid on or 
after January 1. (Section 405.207, Regu- 
lations 116.) 


January 15—— 


Final payment of 1949 estimated tax due 
by individuals. Opportunity to file 
final 1949 return instead of amending 
estimate (if not a farmer). 


Employers withholding over $100 during 
the preceding month pay amount to 
authorized depositary, unless employer 
chooses to remit in cash upon making 
quarterly return on or before January 31. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for preceding month. Form 957. 


Return of stamp account by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 838. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 

all stamps purchased during the pre- 


ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


January 31 





Farmers may file final return of 1649 
income to eliminate need for filing 
January 15 estimate. 


Employer furnishes employee a statement 
of amount of income tax withheld dur- 
ing 1949. Form W-2. 


Last quarterly return and payment (by 
depositary receipts or cash) of income 
and old-age benefits taxes withheld by 
employers during preceding quarter. 
Form W-1, accompanied by Forms 
W-2a (triplicate) and W-3, and Form 
SS-la. 


Employer’s annual return and payment 
of tax on 1949 payroll under Federal 
Unemployment Tax Act, or payment of 
first installment if employer elects to 
pay tax on installment basis. Form 940. 


Quarterly return of tax withheld at source 
on corporate and government bond in- 
terest. Form 1012. 


Returns for excise taxes due for preced- 
ing month, Forms 726, 727, 728, 728(a), 
729, 932. 


Keop Your Copies in File 


You can always find that important article you 
need, when you want it. Each binder holds 
twelve issues. Any issue quickly inserted or 
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Window label shows contents by year. 
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